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PART VI 

BUSINESS CYCLES 
FOREIGN TRADE 




CHAPTER XXXII 


BUSINESS CYCLES 

In the preceding chapter attention was directed to the sub- 
ject of price fluctuations. Such fluctuations are only part of the 
general fluctuation to which modern business is subject. Par- 
ticularly, so far as the state of prosperity of the various lines of 
business is concerned, there is marked variation from time to 
time. Countless illustrations could be given of this. The follow- 
ing chart shows the variation in the output of mineral products 
for a period of eight years. This is a composite series of the items, 



Chaet I. Index of Mineral Production, 1920-1927. (Average monthly 
production 1919 = 100, but no index numbers computed for individual 
months of 1919. Data from Survey of Current Business.) 


anthracite coal, bituminous coal, petroleum, iron ore, copper, 
zinc, lead, and silver, each appropriately weighted. The curve 
is constructed somewhat after the manner of an index number 

3 
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of prices. The chart clearly indicates marked variations in the 
production of mineral from one season to another, and also from 
one year to another. Some charts are “corrected for seasonal 
variation ” and also for “secular trend” — a process which will 
be explained presently — but this curve is not so corrected. 

Chart II shows a similar curve of manufactured items, show- 
ing the variation in the quantity of manufactured goods pro- 
duced during that period. 



1920 1921 1922 1923 1924 1925 1926 1927 


Chart II. Index of Manufacturing Production, 1920-1927. (Average 
monthly production 1919 = 100, but no index numbers computed for 
individual months of 1919. Data from Survey of Current Business .) 

A curve of almost any single item of production or type of 
economic service would show similar, though not equal, fluctua- 
tion from time to time. Building construction, cigar manu- 
facture, automobile production, freight movement on railroads, 
sales of retail department stores, and of mail order houses, to 
mention a few cases, all show variation in output over any ap- 
preciable period of time. The rate of interest for commercial 
paper, the price of bonds, and the volume of bank checks are 
likewise subject to change. All business is in flux: all lines wax 
and wane. 

Seasonal Variation. — Some of the variations in business are 
markedly seasonal. The following chart, number III, shows the 
variation over a period of nine years for, first, the sales in 5 and 
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10 cent stores, and second, the volume of production of Portland 
cement. 

It is evident from a glance at these two curves that the items 
plotted are subject to marked seasonal variation. From two to 



Chart Ilia. Index of sales of 5 and 10 cent stores (5 chains), 1919-1927. 
(Average monthly sales 1919 = 100. Data from Federal Reserve Board.) 



Chart Xllb, Production of Portland Cement, 1919-1927. (Data 
from Survey of Current Business.) 


three times as much goods are sold in the 5 and 10 cent stores 
in December as in January, according to this curve. The 
seasonal variation of Portland cement is not so marked as this, 
but the monthly production in August for almost every one 
of these years was over twice the monthly production in the 
preceding January and February. 
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Not all production, however, shows regular variation accord- 
ing to the seasons of the year. This is true, for example, of pig 
iron, as indicated in Chart IV. 

The production of pig iron is clearly subject to variation, but 
the seasonal variation is not the dominant one. The curve for 



Chart IV a. Production of Pig Iron, 1919-1927. (Data from 


Survey of Current Business .) 



1919 1920 1921 1922 1923 1924 1925 1920 1927 

Chart IV b. Production of Passenger Cars, 1919-1927. (Data from 
National Automobile Chamber of Commerce.) 


automobile production, also shown in Chart IV, shows consider- 
able variation during these five years, but the seasonal varia- 
tion, while present, is not regular in its movements. In each 
case there is some seasonal variation, but it is neither marked 
nor regular. 

Secular Trend. — In a growing country such as the United 
States, most lines of industry show an expansion in business over 
a period of years. This is clearly shown in all the curve's in the 
above charts. The average output of cement' in 1927 according 
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to these data was 100 per cent above the output for 1919, and 
larger than the output for any of the other years for which data 
are given. The output of automobiles in 1927 was almost twice 
the output of 1919. Changes of this kind are described as 
secular. In each of these lines of business the secular trend was 
upward during these years. O ccasionally the secular trend m av 
be downward as in the case of a good that isJh n mg replaced by an- 
other. Horse-drawn carriages experienced a downward secular 
trend as that form of transportation was giving way to the auto- 
mobile. 

Correction for Seasonal Variation and Secular Trend. — In 
discussing the problem of the ups and downs of business, it is 
very desirable in many cases to eliminate the purely seasonal 
and secular changes, and thus see more clearly the movements 
due to the cyclical factor. Do the sales in the 5 and 10 cent 
stores in December, 1925, for example, as shown in Chart III, 
indicate a good, poor, or fair condition in that line? This could 
not be determined by comparing the December sales with those 
for July. Even a very considerable increase for December over 
July might mean poor business. Business could not be said to 
be good unless the December sales correspond favorably with 
those for other December months. Further, in such a compari- 
son allowance would have to be made for the normal growth of 
the business. 

Statisticians have given a great deal of attention to this prob- 
lem, and have sought to plot curves of business movements from 
which the seasonal variation and the secular trend are removed. 
For an analysis of the different forms of technique used, the 
reader is referred to the books of statisticians. 1 Only the gen- 
eral principle that is involved will be given here. This may be 
indicated by referring to the curve of the output of cement, in 
Chart III above. For this curve the trend is approximately a 
straight line. By computation, a figure can be found which will 
indicate the yearly increase in output — or the increment of 
secular trend. If this is, let us say, 1,500,000 barrels per year, 
then other than the usual output would be indicated for any 
1 See especially W. C. Mitchell, Business Cycles , 1927, Chapter III. 
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one year, only if the production for that year exceeded the 
production of the previous year by either more or less than 
1,500,000 barrels. An increase of just this amount would be 
merely secular. Similarly, if the average output during the sum- 
mer is found to be 100 per cent higher than the output during 
the winter, then an unusual condition will appear only in case 
the summer production exceeds that of the winter by more or 
less than 100 per cent. Such a degree of seasonal variation and 
such a change in yearly output could be considered to be normal. 
If the production year by year corresponded to this condition, 
such a state of affairs could be indicated on a chart by a straight 
line, which would be the base line. Fluctuations above or below 
this base line could then be indicated. The effects of the seasonal 
and secular movements having been eliminated, such a chart 
would show only the cyclical fluctuations and certain other minor 
residual movements generally referred to as “accidental.” 

Chart V shows curves of volume of manufacture and mining 
as adjusted for seasonal variation and secular trend by the 
Harvard Economic Society. 



Chart V. Volume of Manufacture and Mining, 1921-1927. Cor- 
rected for seasonal movements and for secular trend. (From Harvard 
Economic Society Weekly Letter of January 28, 1928.) 

This chart shows the fluctuations from normal in the volume 
of manufacturing and mining in the United States. These 
curves, it must be emphasized, do not show the original data; 
they have been corrected to allow for the usual seasonal move- 
ments and for secular trend. The fact that the adjusted curves 
show higher pqints in August, 1927, for example, than for July, 
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1927, does not indicate that either more or less manufactured 
goods and minerals were produced in the former month than 
in the latter. It merely indicates that in relation to the normal 
course of manufacturing and mining in the United States the 
volume of output was greater in August than in July. 

In terms of the ups and downs of business the curves indicate 
a higher degree of prosperity for 1923 than for 1924; and better 
conditions during 1925 than during 1924, but yet not equal to 
those which prevailed in 1923. Conditions in 1926 in manu- 
facturing appear to have approximated those for 1925. A 
decline from normal in both lines began in the latter months 
of 1926 and continued throughout 1927. 

Lack of Uniformity in Fluctuations in Different Lines. — 
Emphasis thus far has been laid on the fact of variation in the 
volume of business activity in the different lines of enterprise. 



Chart VI. Snyder’s Index of Volume of Trade , January, 1919-March, 
1927. (Data from Snyder, Business Cycles and Business Measurements , 
p. 310, and Research Department, Federal Reserve Bank of New York.) 

The question now arises as to how closely the fluctuations in the 
individual lines synchronize. That is, do all lines of business 
fluctuate together? Do good times and bad times prevail uni- 
formly throughout industry? Or do they fluctuate sufficiently 
closely that the various fluctuations can be represented as a 
single curve which will indicate the state of prosperity? Most 
economists have talked as if these questions could be answered 
in the affirmative, and many business statisticians have drawn 
curves to indicate the general state of prosperity. Carl Snyder, 
statistician of the Federal Eeserve Bank of New York, has re- 
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Chart VII a. Twelve of the 28 Components Used in Snyder's Volume- 
of-Trade Index to Eepresent Productive Activity and Primary Distribution. 
(Prom Mitchell, ibid., Chart 18, pp. 310-311.) 
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cently made such a curve which he calls the Volume of Trade. 
This is Chart VI on page 9. 

Many similar curves of “ general business conditions” could 
be given as just suggested. No person who has compiled such a 
curve would claim for a moment that it represents more than a 
general approximation to the actual situation. But the question 
can be raised as to whether even this is claiming too much for 
it — whether it indicates the general condition of business for 
the time covered. Wesley Clair Mitchell, an eminent authority 
on this subject, in his recent excellent book, Business Cycles , 
doubts the validity of such a curve as a representation of cycli- 
cal movements in business. He gives Chart VII, pages 10 
and 11, which shows 27 of the 28 series from which Snyder 
constructed the volume-of-trade index, and says regarding this 
that anyone who dwells on the intricacies of this chart, “made 
in this way, will grant not only that the business indexes fail 
to picture business cycles, but also that faithful pictures would 
be of doubtful value.” 1 

In further support of this general contention, Mitchell com- 
pares the curves of general business of several different experts 
and finds much variation among them as to the state of business 
at different dates. 2 Later in his discussion he says, “It is 
difficult to construct from the data, or even to conceive of con- 
structing, any single index of the general trend in business 
activity.” 3 

As Snyder's twenty-seven time series, in Chart VII, show, 
all forms of business activity do not fluctuate together. When 
times are bad in some lines, they are good, or even exceptionally 
good, in other lines. This is strikingly shown in Chart VIII, 
which gives the variation in output in a long list of industries for 
two six-month periods. 

Industries connected with the petroleum industry and with 
the building industry show marked increases for the period under 
consideration, but almost without exception the other indus- 
tries show a recession In activity. Clearly all lines of business, 

1 P. 309. 2 See Chapters II and III, pp. 307-360. 

3 P. 454. 
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if this chart is at all accurate, do not fluctuate together. But 
granting that there is not a high degree of uniformity in the 
fluctuation in prosperity in the different lines of business, is if 
sufficiently close that we can, first, properly say that business is 
good or bad, or fair? Second, is the relationship so close and 
are the fluctuations so regular that good and bad times can be 
said to be cyclical? And, third, is the relationship so regular 
and periodic that it is proper to speak of a business cycle, or of 
the business cycle? 

Unquestionably, economists have long talked of a business 
cycle — of the business cycle. Recently, however, doubts have 
been expressed as to the validity of this concept. Professor 
Irving Fisher, for example, has recently attacked the validity 
pf the entire cyclical concept in business. There are merely 
haphazard changes, he argues, such as_ane found in the weat her 
or luck at Monte Carl o. 

. . the cycle idea is supposed to have more content than mere 
variability. It implies a regular succession of similar fluctuations, con- 
stituting some sort of recurrence , so that, as in the case of the phases of 
the moon, the tides of the sea, wave motion, or pendulum swing, we 
can forecast the future on the basis of a pattern worked out from past 
experience, and which we have reason to think will be copied in the 
future. We certainly cannot do that in predicting the weather, or 
Monte Carlo luck .” 1 

And he adds that neither can this be done in relation to business. 

This view of the matter is undoubtedly not warranted. Cer- 
tain prominent lines of economical activity do fluctuate suffi- 
ciently closely that the terms good times and bad times are valid 
as general expressions of the state of prosperity for business as 
a whole. To quote from Mitchell again : 

“Even when economic time series are reduced to percentage devi- 
ations from their secular trends adjusted for seasonal variations, the 
fluctuations in some cases still seem as irregular as the fluctuations of the 
weather, or of ‘ Monte Carlo luck/ But there are many series of which 
this cannot be said. When charted, the fluctuations of pig-iron pro- 
duction, unemployment percentages, bank clearings, and building 

1 Irving Fisher, “Our Unstable Dollar and the So-called Business Cycle,” 
Journal of the American Statistical Association , June, 1925, vol. XX, p, 192. 
Quoted in Mitchell, ibid., p. 466. 
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permits, to cite but a few examples, prove to be decidedly less irregular 
than the fluctuations of a weather chart, a chart of net gold shipments, 
or of potato crops. In no case are the fluctuations highly regular; but 
in many cases they are far from haphazard, despite the inability of 
statisticians to free what they call ‘ cyclical ’ changes from what they 
call ‘irregular’ perturbations. Further, the cyclical-irregular fluctua- 
tions of the series which individually show semblance of regularity are 
found to have tolerably regular relations with one another in respect 
to time, duration, and amplitude of movement — relations many of 
which have been suggested by economic theory. Finally, in timing 
and direction these inter-correlated fluctuations agree closely with 
the evidence given by business annals concerning a long-continued 
and wide-spread recurrence of prosperity, recession, depression and 
revival.” 1 

Lack of Periodicity. — But although the fluctuations in many 
lines of business have a somewhat high degree of regularity they 
do not have a high degree Many observers have 

set definite time limits to the cyclical movements: they have 
sought to press the fluctuations into one time mold. The Na- 
tional Bureau of Economic Research has recently completed an 
extensive study of the records of the state of business as they 
are found in newspapers, journals, and documents. 2 On the 
basis of these findings, Mitchell concludes that from the close 
of the Civil War to the end of 1923 there were fifteen business 
cycles in the United States. One of these ran from 1873 to 
1882, a period of nine years. Three were five years in length, 
three were four years, five were three years, and three had a 
duration of two years, according to his findings. From similar 
data for other countries he finds that in all of them there 
has been marked variation in the duration of the business 
cycles. 3 

Interestingly enough, the various writers who have set defi- 
nite average time limits to the periods of good and bad business 
differ greatly from each other. The periods given range all the 
way from 3| years to 11 years, and in one case to 33 years. The 
fact of these differences, and also the commonly observed ex- 
perience that some business men say business is good when 

1 P. 466. 2 Business Annals , by W. L. Thorp. 

3 Ibid , Chapter IV, Sec. IV. 
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others say it is bad, suggests the need for great caution in setting 
any time limit for any period of good or bad business. Particu- 
larly, the conclusion seems to be warranted that there is noth- 
ing in the way of a regular period of time between one period of 
prosperity and another. 

Lines Mo st Subject to Change. — Although the state of 
prosperity in the different lines of business is not altered simul- 
taneously, there is sufficient similarity from time to time that 
the business conditions may properly be said to be good or bad. 
There are some lines of enterprise that are particularly suscep- 
tible to change, and within these lines the large scale firms have 
great variability as compared with small scale firms. This is 
indicated by the conditions which prevailed following the severe 
break in prices in 1920, which marked the culmination in the 
post-war business boom. One significant test of the state of pros- 
perity is the volume of employment, and barring unusual shifts in 
demand or changes in the technique of production, the employ- 
ment figures for any single line of enterprise may be taken as an 
indication of the state of prosperity therein. The following table 
shows the decline in employment in various groups of industries 
from the peak of 1920 to the depression of 1921-1922. It will 
be noted that the volume of employment in factories, steam rail- 
ways, and mining was reduced by some 30 per cent during this 
time. In contrast to this, the volume of employment in the 
group of activities listed in the lower part of the table suffered a 
loss of employment of less than 5 per cent. 

The table is also significant in calling attention to the great 
difference between large scale and small scale industry in relation 
to the effect of the depression upon the volume of employment. 
While the employment in all the factories employing 20 or less 
employees decreased by less than 9 per cent, the employment in 
the establishments of more than 100 employees was reduced by 
almost 40 per cent. 

This table indicates that the fields of manufacture, mining, 
transportation, and building and construction are particularly 
susceptible to variation in prosperity. This is what one should 
expect to find. These lines of industry are particularly de- 
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TABLE 1 1 

Cyclical Decline in the Volume op Employment Offered by Dif- 
ferent Industries, and by Establishments of Different Sizes, 
from the Peak of Prosperity in 1920 to the Trough of Depression ■ 

in 1921-1922 



A 11 Estab- 
lishments 
Per Cent 
Decline 

Establish- 
ments icith 
0-20 

Employees 
\ Per Cent 
Decline 

Establish- 
ments with 
21-100 
Employees 
Per Cent 
Decline 

Establish- 
ments with 
over 100 
Employees 
Per Cent 
Decline 

All Industries ... 

10 50 

3 08 

13.84 

28.23 

All Factories 

29J2Z 

S 21 

19.21 

38 56 

Steam Railways 

29 68- 

a 

a 

29 68 

Extraction of Minerals . 
Building and Construe- 

29J1G- 

a 

a 

30.18 

tion 

18.92 

14. G6 

a 

a 

Finance 

Transportation other than 

7.14 

0 00 

0,00 

25.58 

Railways 

6.77 

3.72 

9.80 

8.17 

Wholesale Trade 

Public and Professional 

5.04 

0.00 

12 31 

7.77 

Service 

Domestic and Personal ! 

4.57_ 

a 

a 

a 

Service 

4.11 

5.40 

4.48 

3.92 

Agriculture 

3.18 

2.15 

a 

a 

Retail Trade 

Hand Trades other than 

2.75 

1.31 

4.66 

10.84 

Building 

0.00 

2.11 

4.67 

a 


a Reports received from less than 20 enterprises. 

The comparisons are based upon quarterly reports from 9,289 enter- 
prises, and cover the full years 1920 and 1921, and the first three months 
of 1922. 

Adapted from Willford I. King, Employment , Hours and Earnings in 
Prosperity and Depression . United States , 1920-1922. National Bureau 
of Economic Research, New York, 2d. ed., 1923, pp. 55-58, 60. (I have 
corrected a misprint in the source.) 

pendent on most of the other lines of business, and manufacture, 
mining, and transportation are highly dependent on each other. 
The demand of consumers for goods, of manufacturers for coal 
1 Taken together with footnotes from Mitchell, ibid,, p. 88. 
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and for minerals for use as raw materials, and of manufacturers 
and raw material producers for transportation services are very 
closely related. 

Appreciably more than one-half of the total number of wage 
earners in the United States are employed in these lines of in- 
dustry that have just been noted, and over three-fourths of these 
are found in concerns that employ one hundred or more persons. 
Thus a very large portion of the wage-earning population of th e 
Unite d-Statea^e e in lines of work th at are peculiarly susceptible 
to cyclical fluctuations in the volume oPbusines s. The very 
fact that bad times in business may thus affect so many workers 
tends to aggravate the situation. The unemployment that oc- 
curs because of unfavorable business in some one line of industry 
tends to reduce the demand of laborers for consumption prod- 
ucts and also reduces the demand of the business men in the 
lines affected for raw materials and equipment. This in turn 
may lead to further discharge of employees and thus still further 
increase the amount of unemployment, or in other words, con- 
tribute to making the state of business much less satisfactory 
than it otherwise would be. 

Business That Is But Little Affected. — In order to see the 
situation as it is, it is desirable to look at the other side of the 
picture so far as the regularity of business and of employment is 
concerned. It follows from the above discussion that approxi- 
mately one-half of the wage earners of the country are engaged 
in industries that are but little exposed to the hazards of business 
cycles. These lines of work are indicated in the middle and lower 
part of the above table. Another phrasing for this is that the 
positions of employment for about one-half of the wage workers 
of the country are relatively free from fluctuations in the volume 
of business activity. Further, it is to be noted that according 
to the census of occupations for 1920, ten million persons are 
working on their own account. This is about one-fourth of the 
total number of persons that are gainfully employed in the 
■•United States. Perhaps nine-tenths of this number are in in- 
dustries least affected by the cyclical fluctuations in business. 1 

1 Mitchell, ibid., p. 89-90. 
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Combining these data it appears that well over one-half of the 
persons in the United States who are gainfully employed are in 
lines of work that are but little exposed to the hazards of bu si- 
ne ss fluctuation*. And of course out of the large numbers that 
are employed in manufacturing;, mining, transportat ion, build- 
ing and construct ion, but relatively l ew-jolLthe^^ to 

unemployment as a result of the decreases in prosperity which 
occur occasionally . It is only after a severe break in business 
prosperity such as occurred in 1920 that the proportion of un- 
employed in these lines is large. This helps to an understanding 
of the fact that during the usual depressions in business activity 
the economic life of the nation, considered as a whole, goes on 
very much as before, and that even in a period of marked depres- 
sion such as 1921-1922, the totality of the economic activity of the 
nation goes on much the same as during a period of prosperity. 

Four Stages. — In discussing the course of the cyclical move- 
ments, most writers distinguish four stages; namely ^ prosperi ty, 
decline, depressio n, a nd recovery . Prosperity comes again next 
in order, and so on around the cycle again. Some writers divide 
some of these stages and thus get more than four stages in the 
complete cycle. Taking the four stages as the best working 
description of the matter, it must be noted that there is no 
special validity in beginning the description with the stage of 
prosperity. One might as well begin with any of the others. It 
must be further noted that one of these stages is as “normal” as 
is any of the others. To put this differently, a period of depres- 
sion is no- more abnormal in our modem industrial system than 
is a period of prosperity. The different stages run their cease- 
less round. These stages, however, are often not clearly marked 
and, further, the change in the total volume of the economic 
activity of the nation may differ but little as business runs the 
course of these different stages in the state of prosperity. This 
is another way of repeating the point which was emphasized 
above, that it is only in certain lines of activity that there are 
pronounced cyclical fluctuations. 

Causes of Cyclical Fluctuations. — It has been frequently 
stressed in the preceding chapters of this book that our economic 
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society is one of great complexity — that there is a very high 
degree of economic interdependence among the persons and the 
business firms that make up the society — and that readjust- 
ments are forever being made among the various lines of eco- 
nomic activity that are being carried on. It is in this situation 
that the causes for periods of good and bad times are found. 
Prosperity prevails when all lines of enterprise are well coor- 
dinated with each other — when the countless wheels of the 
system are in mesh. At such a time there is but little, if any, 
unemployment. A business depression prevails at a time when 
the various parts of the system are not well coordinated — when 
the products in many lines, at least, cannot be sold to persons 
engaged in other lines of enterprise. Unemployment of laborers 
and idleness of equipment are, obviously, characteristics of such 
a condition. 

A search for the causes of depressions is hence a search for the 
reasons why the various parts of the system get out of balance 
— why coordination in some periods gives way to lack of coor- 
dination, and the explanation of a return to prosperity after a 
depression is an answer to the question as to how coordination 
is reestablished after it has been disturbed. 

A great deal of thought has been given to this problem during 
the past one hundred years, and innumerable books and articles 
have been written on the subject by some of the keenest men of 
each generation in the many countries where the modern eco- 
nomic system is found. The explanations of these scholars have 
been most diverse, and even now after all of these years of study 
and investigation the controversy among the able specialists 
still waxes hot. Mitchell's book, so often referred to in the pre- 
ceding pages of this chapter, gives an excellent summary of the 
different theories , 1 and a recent book by Hansen 2 is devoted to 
an analysis of these various explanations. Mitchell lists twenty- 
six different explanations which he classifies into three divi- 
sions. Many of these are closely similar, but each differs from 
the others in some respects. Only brief attention can be given 
here to these business-cycle theories. 

1 In Chapter L 2 A. H. Hansen, Business-Cycle Theory , 1927. 
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W. Stanley Jevons, an eminent English economist, developed 
the thesis (during the 1870’s) that business cycles are caused by 
the changes in the heat intensity of the sun . His argument was 
that spots on the sun result in a variation in the heat which is 
generated and thus that the development of crops is affected and 
hence that the purchasing power of farmers is reduced. This in 
turn reduces the purchasing power of the farming population 
and hence results in a reduction in the volume of sales by manu- 
facturers. Thus according to him, variation from time to time 
in the heat of the sun affects the entire gamut of industrial life. 
It was then believed that the sun spot cycle was something more 
than ten years in duration. Jevons’ conclusion from his investi- 
gation of business activity was that the cycle which he found 
there corresponded exactly with that of the sun spots. 

Recently Columbia University has de- 

veloped a somewhat similar theory. His thesis is that there is a 
r egular cycle of rainfall which leads to variations in crop pr o- 
duction and thus affects the general economic life. Moore’s 
cycl e periods run for thirfv-thrcfLveai:s and within these he finds 
c ycles of eight years. He explains the rainfall cycle by the fact 
that every eight years the planet Venus is in relatively close 
proximity to the earth. Moore’s theory is not an attempt at 
a complete explanation of business cycles, but merely an effort 
to focus attention upon one cause of the variations in agricul- 
tural production, which is but one factor in determining 
economic conditions as a whole. Other theories of weather 
causation have been advanced. One is to the effect that weather 
influences the general state of health and in that way influ- 
ences economic activity. Needless to say, the analysis In regard 
to the lack of regular periodicity in business cycles suggests 
that dependence upon regularly timed cycles outside of business 
cannot be well founded. 

Another line of explanation that has been advanced is that 
people are subje ct to cyclical fluctuations of optimism and pesj 
simism, and that as a result of this there are periods of activity 
followed by periods of depression. Several writers have found 
the basis for business cycles in the Innovations and Inventions 
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which are made from time to time in our industrial processes. 
These new methods, it is argued, disturb the existing arrange- 
ments and thus lead to a lack of coordination among the various 
branches of industry. Still others have insisted that the diffi- 
culty lies in the fact that persons are constrained to save so 
much money that there is not sufficient buying power left to 
take from the markets the goods which are offered for sale. As 
a result of this, it is claimed that manufacturers find themselves 
unable to dispose of their products and thus a period of price 
cutting and unemployment and lack of production sets in. A 
somewhat similar explanation is that the arrangements of the 
economic system do not permit enough money to flow to con- 
sumers to enable them to buy the goods that are produced at 
the prices which sellers must get if they are to make a profit. 
That is, it is argued that even if consumers did not wish to save, 
they would not have enough money to buy the products of the 
producers. 

A great deal has bee n written in defense of theJdiein nzjc£jcr^er- 
saving. Many careful students see considerable grounds for this 
idea. They stress the fact that the productive capacity of a 
country, such as the United States, seems to be ever on the point 
of outrunning the consumptive capacity. As has been sug- 
gested in earlier pages, there are but few lines of industry in 
the United States in which the industrial equipment is not suffi- 
cient to turn out a much larger volume of goods than is now 
being produced. This tends to indicate that the manufacturers 
of the country are at least always tending to approach the point 
of producing more than they can sell at the prevailing prices. 

Another very significant feature of our modern economic sys- 
tem which bears upon this point is that the pressure to sell on 
the part of sellers is invariably stronger than is the inclination 
to buy on the part of buyers. The sellers are the ones who ad- 
vertise and who in devious ways entreat the buyers to make 
purchases. They are the ones who are unfailingly gracious to the 
prospective customer and deeply thankful to him when the sale 
has been consummated. Situations arise occasionally in which 
the importunities come from the buyers rather than from the 
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sellers. But, to repeat, in our present system the buyers as a 
group do not quickly take from the market the goods which are 
available. Shelves of retail merchants and warehouses of 
wholesale dealers and of manufacturers are usually well stocked, 
and prospective customers are eagerly sought at the expense of 
large sums of money and of great effort. When this condition 
becomes pronounced, as in 1920, prices are cut, manufacturing 
is curtailed, and unemployment and idleness of equipment 
ensue. 

This is another wav of saving that as producers, we seem to 
ha ve capacity to produce more than we wish to use as consumers . 
Economists have long emphasized the insatiability of human 
wants. The argument has been that people are always anxious 
to extend the scale of consumption. Within certain groups this 
is perhaps true, but an observation of the spending habits of 
many sections of the population suggests that expenditures are 
very largely conventional and that spending habits do not 
change rapidly. Thus many persons do not quickly convert the 
buying power which comes into their possession into consump- 
tion goods. They save goodly portions of it. The savings, 
broadly speaking, take the form of new industrial equipment 
which in turn will still further augment the volume of consump- 
tion goods which are available. Hence sellers may be unable 
to sell because of the amount of savings which have been made. 

This interesting phenomenon of the pressure of sellers upon 
prospective buyers lies at the heart of the whole problem of 
cyclical fluctuations in business. All of the many explanations 
of business cycles are fundamentally devoted to an explana- 
tion of this situation. As just suggested, the oversaving doc- 
trine is one explanation that is offered. Similarly, the point that 
consumers cannot under a system of private enterprise receive 
enough in the form of wages and other incomes to permit them 
to buy the goods that are offered, is an attempt to account for 
this situation. 

Still another explanation which has not yet been mentioned 
bears pointedly upon this fact of our modern economic system. 
This is t hat production comes to be misdirecte d. According to 
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this explanation, the fault is not that too much money is saved, 
nor that consumers do not have enough money with which to 
buy the products of industry, but that in the complicated process 
of carrying on production through the instrumentality of thou- 
sands of different enterprises, it comes about that some of the 
goods produced are not the ones that consumers wish to pur- 
chase. Thus according to this argument, lack of coordination 
results because of the inability of entrepreneurs to gauge prop- 
erly the wishes of consumers. 

This last mentioned explanation unquestionably is very reas- 
onable. In our highly complex and interdependent economic 
system, with the many thousands of separate and independent 
entrepreneurs carrying on production for a common market, 
it is certainly only to be expected that many mistakes will 
be made. In any one industry over a period of time it is highly 
probable that so many men might be attracted to undertake 
that work and so much equipment constructed to carry it 
on, that eventually so much would be produced that it would 
be impossible to find purchasers for it at a price which would 
return to the producers the amount which they had invested. 
Such a situation would tend to cause prices to be cut in that fine 
and production to be curtailed. The situation may be still 
further complicated by having many of the business men con- 
cerned forced into bankruptcy. Such failures in one fine, as 
already indicated, would tend to react disastrously upon other 
lines of industry. 

In his summary of the various business cycle theories* Mitchell 
reaches the conclusion that perhaps all of them contain an 
element of truth. His position is thus that there is no one singl e 
explanation of t his phenomenon of recurring periods of depres- 
^dri7~Tt'may be added in conclusion that whatever the explana- 
tion of the phenomenon may be, this fact of recurring periods of 
bad times is a very serious defect of the present economic sys- 
tem. With thousands, if not millions, of persons undersupplied 
with economic goods, it is a sad commentary upon our economic 
arrangements that our productive capacity is so often not fully 
utilized in serving these unsatisfied wants. 
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Banking Mechanism. — During the past century, periods of 
bad business in the United States were often greatly aggravated 
because of accompanying money or banking panics, as already 
indicated in the chapters de aling with money and banking in 
the preceding volume. These panics resulted from the demands 
on the part of business men, who because of failure to sell their 
goods came to be sorely in need of money with which to meet 
their obligations. When demands on the part of business men 
came to be of any considerable volume, the banking system was 
unable to supply their needs. This then led to desperate at- 
tempts to raise money which would usually take the form of 
sacrifice sales of commercial securities. This would lead to vio- 
lent falls in the prices of such securities and this in turn tended 
to affect disastrously the general credit situation throughout 
the country. But, as was indicated in the description of the 
Federal Reserve System, our present banking mechanism is 
such that we are perhaps in no danger of having money panics 
such as formerly prevailed. The provisions for elasticity in de- 
posits and in Federal Reserve notes are perhaps sufficient to pre- 
vent financial distress in any situation that may conceivably 
arise. Indeed the severe test which was given to the new bank- 
ing system when prices collapsed in 1920, indicates that it is 
well qualified to weather the storms of bad business. 

It must also be noted in this connection that many persons 
believe that the banking system can be used to keep the price 
level uniform, and it is argued that this will largely remove the 
business .cycles. This point, it will be recalled, was discussed in 
the closing chapter of the preceding volume of this book. The 
desirability of thus exercising control over the money system, of 
which the banking system is the major part, cannot well be 
questioned. If the price level can be controlled some of the 
extreme fluctuations in the state of prosperity of the country can 
be prevented. The booms that accompany rising prices, and 
the depressions that follow a period of sharply rising prices 
would then be eliminated. Minor fluctuations would un- 
doubtedly continue. 

The control that is now being exercised through the Federal 
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Reserve Board is, as indicated in the preceding chapter, another 
illustration of the evolution of social processes — of the tendency 
of men to lay the physical and the social forces under tribute. 
More specifically, the control over the price level indicates an 
additional stage in the evolution of money. 

Business Forecasting. — During the past few decades in- 
creasing attention has been given to the subject of business 
forecasting, as was suggested in a previous chapter . 1 There are 
now in the United States several agencies which are devoted 
to the problem of forecasting the coming conditions of business 
activity. This work is carried on by private firms that fur- 
nish their services for a consideration to business men, and also 
by bureaus of business research in several different universities. 
A H of these agencies, axe engaged in an attempt, to_iiia ke.it..X)£LSsi- 
ble for business men tom^ than the y 

would ofherwlsemiake^ ^ to the conduct of their enter- 

prises. This involves, obviously, the question of the volume of 
production to be undertaken in the various lines of activity. 

Criticisms are offered from time to time in regar dlo the sound- 
ness of many of the forecasts that are made. Th e factors in- 
volved, as is implied in the fact that there are so many different 
explanations of business cycles, are very complex and the causal 
relationships are very difficult to understand. But despite the 
shortcomings of a great deal of forecasting, the very fact that 
so much attention is given to it is very wholesome. It tends 
not only to lead to a fuller understanding of cyclical fluctua- 
tions, but it also brings sharply to the attention of „ business 
men the fact that business runs through alternate periods of 
prosperity and depression. This tends to make men cautious in 
regard to their commitments, and as a result it would seem im- 
possible that the lack of coordination would not be less because 
of the attention given to the problem of forecasting. The whole 
matter of forecasting, it may be observed, is based on the as- 
sumption that much, if not all, of the difficulty in regard to busi- 
ness cycles comes from a lack of proper direction of activity on 
the part of entrepreneurs. 

i Chapter XX. 
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Employment Exchanges. — If periods of hard times cannot be 
prevented because of the complexity of the economic system, 
there are at least several things that may be done to mitigate 
them. For one thing, employment agencies may be maintained 
to facilitate the reemployment of persons who have been thrown 
out of work. As suggested above, the lack of unemployment on 
the part of any considerable group of the population tends to 
reduce the demand for consumption goods, and thus tends to 
lead to further unemployment and hence to an accentuation of a 
period of bad times. Thus it is highly important from the point 
of view of the system as a whole, to secure the reemployment of 
discharged workmen just as soon as it is possible to do so. 
Further, of course, such reemployment is a matter of very seri- 
ous import to the persons who are themselves affected. It would 
seem to be highl y^desirable for anv modena^^ -to 

.maintain at public expense a series of emplovme xd^a^ 
These, further, should be well coordinated so that the demands 
for laborers in various parts of the country can be correlated 
with the supply of persons who are seeking employment. Dur- 
ing the World War such a series of agencies was established 
under the supervision of the United States Government. Un- 
fortunately, however, the system was abandoned shortly follow- 
ing the close of the war. 

Unemployment Insurance. — Another device that would tend 
to shorten the periods of unemployment — the periods of hard 
times — is unemployment Insurance. Such insurance has been 
provided on a large scale in England and very recently in Ger- 
many. The German system is by far the most extensive system 
of that kind that has yet been introduced. It went into effect 
on the 1st of October, 1927. Under this scheme all manual 
workers are included, and as well all non-manual workers with 
annual incomes under $1,500. The only exception is that agri- 
cultural workers who are able to support themselves from the 
land that they occupy are not included. The system in England 
does not include domestic servants nor persons engaged in 
agriculture. 

The workers in Germany, as well as in England, are called 
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upon to contribute part of their weekly wages to a fund which 
will be drawn upon in case of unemployment. It is estimated 
that the contributory savings under this scheme will amount 
to three million dollars per week when employment is good. 
This will, during even a relatively short period of time, lead to 
the accumulation of a very large fund which can be drawn 
upon during a period of unemployment. When unemployment 
occurs, the distribution of a portion of this fund will almost 
necessarily result in an improvement in business as compared 
with the situation that would otherwise prevail. The unem- 
ployment payments will be considerably less than the wages 
that would have been received if employment had continued, 
but instead of there being a complete lack of buying power on 
the part of the unemployed, their ability to spend will be in 
part continued . 1 

Public Works. — Another practice that is often recommended 
is that the various governments should plan to construct their 
bu ildings and other.public works during periods of poor b usi- 
ness rather than during per iods of prosperity. There are, ob- 
viously, limits beyond winch sucn a program could not be 
carried. Some construction cannot wait upon the most favor- 
able time for it to be undertaken. But to some extent this can 
be done. Many writers have urged that when large numbers of 
men are unemployed, the government should furnish employ- 
ment in the way of the construction of public works, even if 
such projects are but little needed. What may appear to be 
wasteful construction may, it is argued, be socially advisable 
during such a time. If men are unemployed, and if they would 
not otherwise be employed then clearly any service which they 
can perform means that society does not lose entirely the 
labor service that would otherwise be wasted because of non- 
utilization. Further, such employment, by increasing the buy- 
ing power of consumers, would tend to shorten the period of 
depression. 

Liberal Wages. — It is frequently urged that one way to pre- 
vent the coming of hard times is for manufacturers to pay 
1 Felix Morley, New Republic, Nov. 30, 1927, VoL 53, p. 42. 
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liberaLffiagea. This argument is in line with some of the busi- 
ness-cycle theories noted above, which are to the effect that the 
trouble arises because of a lack of buying power on the part of 
the general public. There are obvious limits beyond which such 
a program could not be carried, but clearly spending power is a 
necessary element in the maintenance of coordination among 
the various parts of the economic system. If it is true that pro- 
ductive power does tend to outrun buying power, then wage 
advances would tend to delay the time at which goods could not 
be sold. 

This point is also applicable to periods of depression. When 
prices are falling, manufacturers may insist that wages should 
be reduced in order that their costs may be brought down to the 
prices at which they have to sell. But such cuts in wages will 
aggravate the situation, as buying power will be further reduced, 
and prices may have to be cut below the point at which the 
movement might otherwise have been checked. Wage cuts at 
such a time may thus prolong a period of depression to the dis- 
advantage of business men, as well as of wage earners. Any one 
manufacturer tends to benefit by a cut in the wages which he 
has to pay, but he tends to suffer as a result of the wage cuts 
that other manufacturers make, for the market for his products 
is thereby reduced. 

PROBLEMS AND EXERCISES 

1. Talk to three or four business men and find from them whether 
they believe business is good or bad. Inquire also whether they regard 
business as better or worse than a year ago. What is their view in re- 
gard to the trend during the next year? 

2. Select some one line of business not mentioned in the text and 
tell why you should expect the state of prosperity therein to vary from 
time to time. 

3. (a) Compare Chart Ilia and IV b in regard to trend, seasonal, 
and cyclical movements. 

(b) Sketch what you think would be the appearance of Chart IV b 
if it were adjusted for trend and seasonal movements. 

4. “This curve has been corrected for seasonal variation. It in- 
dicates that the output of pig iron in October exceeded the output for 
July.” Can both of these sentences be true? Discuss. 
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5. “The method of constructing Chart VI is somewhat similar to 
the method of constructing an index number.” Explain. 

6. What is Fisher’s argument to prove that there are no business 
cycles? What rebuttal can be offered? 

7. What are the significant things shown in table 1? 

8. “ One of the stages of business prosperity is as normal as another.” 
Explain. 

9. Account in a general way for the fact that so many different ex- 
planations have been given of the cause of business cycles. 

10. Discuss the significance of the unemployment scheme in 
Germany. 
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FOREIGN EXCHANGE 

Transference of Money Claims. — The extension of economic 
relations across national boundary lines makes necessary the 
transfer of money claim s from one country to another. These 
economic relations are, of course, essentially the same as those 
that obtain within any area where commerce has been developed. 
They involve buying and selling goods, loaning and borrowing 
money, rendering and receiving services of many kinds, and 
transfers in the form of gifts. In the case of such transactions 
between persons in different countries it becomes necessary, if 
the two countries have different monetary units, for the person 
who makes the payment or collects the amount due to “change” 
the money of one country into the money of the other. That 
is, to “ change” American dollars into English pounds, for ex- 
ample, or pounds into dollars. Hence, the expression foreign 
exchange . 

Foreign exchange is thus a term of narrow meaning. It does 
not mean the exchange of goods and services between persons 
of different nations, as one might expect, but merely the ex- 
change of the money of one natimiJhrJhe money of im other 
natiojQk- In the early development of international economic re- 
lations this took the form of the exchange by travelers, who 
were often traders, of money of their countries for money of the 
country that they were entering. Certain persons finally came 
to specialize in the making of such exchanges and were known 
as money changers, or money dealers. Such money changing 
is still done to some degree by foreign travelers, but the princi- 
pal “ exchange” operations to-day are between the banks of the 
different countries. Usually such banks are in the leading com- 
mercial centers, such as New York, London, Paris, Berlin or 
Tokio. 
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Foreign Exchange Operations. — The mechanism of foreign 
exchange will first be described on the assumption that the 
gold standard prevails in the countries under consideration. 
The illustrations will be taken from the exchange relations be- 
tween the United States and England. Suppose that an Ameri- 
can exporter in New York sells a cargo of wheat to a dealer in 
London with the understanding that payment is to be made in 
London. This means that the American exporter must take 
steps to collect the amount due for the wheat. He will ac- 
cordingly write out a statement of his claim on the English 
buyer in the customary form; or as this is usually stated, he 
will draw a bill of exchange — a commercial draft — on the 
English purchaser. This will order the English buyer to pay 
to the American seller, or to a bank for him, the sum involved 
in the transaction, which in this case will be stated in English 
money, pounds sterling. The American exporter will sell this 
bill to a bank, and will thus exchange the pounds to which he 
fhas claim in London for dollars in New York. 

! In some cases the bank would take the bill for collection 
rather than buy it, but for simplicity in analysis, a purchase 
will be assumed. The New York bank will then send the bill 
of exchange, or commercial draft, to the bank in London which 
is its correspondent. The London bank willm i^diLi he .accoun t 
Qf the New York bank with the present worth of the bill a nd 
will collect the amount specified from the English purchaser of 
the wheat. The New York bank will then have a deposit ac- 
count, a balance, in the London bank, or will have augmented 
the account that it had already established. It will own pound s 
in London. 

What is the American bank to do with such a balance in the 
London bank? For one thing it may use it as a basis for interest 
earnings, receiving interest payment from the English bank on 
the amount of the deposit. But for the most part, American 
banks build up such bank credit in England — buy English 
money from American traders and others who may have it to 
sell — in order that they may resell it at a profit. The trans- 
action is essentially that of a merchant. 
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To whom may an American bank ex pect to sell the pou nds 
which it holds in an English bank? Principal ly to American 
importers. An American importer, for example, buys a bill of 
goods from an English dealer and promises to pay him in Lon- 
don. In order to make the payment he must transfer pounds, 
or the right to pounds, to his English creditor. Accordingly, he 
goes to an American bank and asks to buy a bill of exchange 
on London, that is, he asks to buy pounds in London. The 
banker sells him a draft, a bill of exchange, on a London bank 
in which it has an account. In other words, the American bank 
trades some of its pounds in London to the American importer 
for dollars in New York. The importer then mails the bank 
draft — the bill of exchange — to the merchant in London from 
whom the goods were purchased. The merchant presents it 
at the bank on which it is drawn, or at another bank which later 
presents it at that bank, and the amount specified is paid to 
the merchant and deducted from the account of the American 
bank. 

Transactions That Involve Exchange. — American exportation 
of goods to England thus results in Americans owning pounds 
in England, which they normally wish to sell — to exchange — 
for American dollars; and American importation of goods from 
England gives rise to a demand by Americans for pounds in 
England, that is, to offers by Americans to buy pounds, to ex- 
change dollars for pounds. In short, exportation from America 
increases th e supply of pounds in England for sale by Americans, 
and i mportation from England increases the demand of Ameri- 
cans for pounds in England. 

Similarly, any transaction between Americans and English- 
men that will necessitate payment by Americans will lead to a 
demand upon New York banks for pounds in London with which 
payment may be made; and any transaction that will neces- 
sitate payment by Englishmen will mean that Americans will 
have claims to pounds in London which they will wish to sell 
to New York banks. Thus the following transactions all call 
for the purchase in New York of bank drafts (bills of exchange) 
on English banks: the purchase of goods by Americans from 
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Englishmen, the shipping of goods by American traders in Eng- 
lish boats, the carrying of insurance in English companies, the 
paying of interest on money borrowed in England, the loaning 
of money to Englishmen (buying English bonds), the sending of 
money by the United States Government to officials in England, 
or by persons in this country to relatives or friends in England, 
and traveling in England by Americans. These all call for the 
purchase in American banks of drafts that can be cashed in 
England: they all increase the demand in New York for pounds 
in London. 

The counterpart of each of the above transactions results in 
certain Americans having claims upon Englishmen to pounds 
in London. These claims are then sold to New York banks, 
or to other banks in this country. The banks are then able to 
resell these pounds to American traders and others who wish 
to use pounds in England. 

It should perhaps be noted that the transactions which have 
been referred to are commonly classified into visible and in- 
visible imports and exports. Goods are called visible imports 
or exports as the case may be, and the other transfers are called 
invisible exchanges. 

The above phrasing is oversimplified because it assumes that in 
transactions between Englishmen and Americans payments are 
always made in London in terms of pounds. This is not always 
true. Some of the settlements are made in New York in terms 
of dollars, and some by payment with drafts on banks in other 
countries. But the description as given is largely true, and 
the difficulty that is usually experienced in understanding the 
fundamentals of foreign exchange makes it advisable for the 
student to assume at first that all settlements between Ameri- 
cans and Englishmen are made in London in terms of English 
currency. 

The Rate of Exchange. — The price at which the banks of 
one country buy and sell money claims on the banks of another 
country is called the rate of exchange. The rate, or price, at 
which American banks in New York buy and sell English 
pounds in London, to continue the discussion in terms of 
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American-English exchange, fluctuates around $4.86 2/3. This 
is due to two conditions. First, the English pound cont ains 
113 grains of pure gold and the American dollar 23.22 grains, 
and thus one gold pound is equivalent to approximately 4.86 
2/3 gold dollars. Second, any difference between the amount 
owed to New York banks by London banks, and the amount 
owed to London banks by New York banks must be paid in 
gold. The paper money of one country does not normally pass 
current in the other country. Gold is the universal medium 
of exchange. The gold that is used in international payments, 
it may be noted parenthetically, is seldom in the form of coins, 
but is in the form of what is called gold bars. When the rate 
of exchange between New York and London is $4.86 2/3 ex- 
change is said to be at par. 

The Gold Points. — But although an English gold pound in 
New York, or its equivalent in gold bars, is equal in gold con- 
tent to $4.86 2/3, and American dollars in London, or their 
equivalent in gold bars, are equal to pounds in the proportion 
of 4.86 2/3 to 1, the rate of exchange is seldom exactly at this 
point. The primary reason for this is that in the exchange 
transactions, the dollars are in New York and the pounds are 
in London, and to ship gold across the Atlantic Ocean involves 
the expense of freight charges, insurance, and interest on the 
gold while it is in transit. Clearly, then, a bank in New York 
might give in New York more than the gold dollar equivalent 
of a pound in order to have pounds at its disposal in London, or 
it might be willing to take in New York less than the dollar 
equivalent of pounds that it possesses in London. That is, the 
New York banks will pay more than par for pounds rather than 
incur the expense of shipping gold to London, and will sell 
pounds for less than par in order to avoid the expense of shipping 
gold from London to New York. But if the Atlantic Ocean 
were no wider than the Hudson River this would not be the 
case: the rate of exchange would then not normally vary from 
par. 

It follows from this that the expense of shipping gold across 
the Atlantic Ocean marks the limits of the fluctuation of the 
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rate of exchange from par. A bank will not sell in New York 
the pounds which it has in London at less than their dollar 
equivalent per pound, $4.86 2/3, minus the cost of shipping 113 
grains of gold from London to New York. The expense of such 
shipment varies from time to time, but is usually somewhere 
between two and three cents per 113 grains. The lowest price, 
then, at which a New York bank would sell the pounds which 
it possesses in London would be, approximately, $4.84. Rather 
than sell at a lower figure, the bank would prefer to have the 
gold equivalent of its pounds shipped to New York at its ex- 
pense. Hence, $4.84, approximately, may be called the low gold 
point , or, for New York banks, the gold import point. 

Similarly, a New York bank would not pay for pounds in 
London a higher price than $4.86 2/3, plus the expense of ship- 
ping gold from New York to London. Rather than pay more 
than this, it would be profitable for the bank to exchange its cash 
for gold in New York and ship the gold to a bank in London 
for credit as pounds. Hence, $4.89, approximately, is the 
upper gold point , or to New York banks, the gold export point. 

Further, since New’ York banks can afford to export gold when 
they can sell exchange for $4.89, and import it when they can 
buy exchange for $4.84, or at approximately these figures, it 
is impossible that the price of exchange on London should 
normally rise above the one point or fall below the other. 
Competition among banks will prevent any one bank from 
charging its customers more than the one sum, or from buying 
bills from its customers at a price below the other. The gold 
points thus mark the limits of the fluctuation of the rate of 
English exchange in New York, when, as this analysis assumes, 
the money system of each of the two countries is on a gold basis. 

The fluctuation of the rate of exchange within the limits of 
the gold shipment points depends upon the general supply and 
demand conditions in foreign exchange. If New York banks 
possess a plentiful supply of pounds in London — if they have 
large balances in London banks — and if the demand in New 
York for pounds in London is relatively light, the rate of ex- 
change will decline. It will move toward the lower gold point, 
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the gold import point. This movement will be the more marked 
as New York banks anticipate that they may have to import 
gold. On the other hand, of course, if the demand in New 
York for pounds in London is heavy relatively to the supply of 
pounds held in London by New York banks, the rate of ex- 
change will rise. And as New York banks anticipate that it 
may be necessary for them to ship gold to London in order to 
build up their balances there and be able to continue to per- 
form the merchant function of selling exchange on London, 
the rate charged will rise to the gold export point. 

Sources of Supply and Demand. — The sources of supply 
and demand in the exchange market have already been in- 
dicated but may be noted again. They are found in the opera- 
tions that give rise to claims by persons in one country upon 
persons in the other country. Some of the transactions mean 
that payments must be made by Englishmen to Americans and 
thus they increase the supply of claims on Englishmen; the 
others mean that Americans are due to make payment in Eng- 
land, and thus they increase the demand for drafts payable in 
England. 

There is another important element in the situation which 
may temporarily affect the exchange market, namely, the rate 
of interest. The money which a bank has on deposit in a foreign 
bank, if sufficient in amount, may be the basis for interest 
earnings. Thus if the rate of interest is high in London rela- 
tively to the rate in New York, New York banks will be more 
anxious than otherwise to maintain balances in London. Ac- 
cordingly, they will increase their bids for English pounds, and 
will be less desirous than formerly of selling pounds, and as a 
result the rate of exchange will rise. 

On the other hand, a lowering of the rate of interest in London 
relatively to the rate in New York will set In operation an op- 
posite train of forces and the rate of exchange will fall. 

The rate of interest also affects the rate of exchange in an- 
other way. If the rate of interest (discount) is raised in London 
this will mean that time bills — bills payable in, say, 30, 60, or 
90 days — will command a lower cash price than formerly, 
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since the present worth of a sum payable in the future becomes 
less as the rate of discount rises. Hence, banks in New York 
that have purchased such bills will be less anxious to sell them 
to London banks than they otherwise would be: they will be 
more desirous of holding them until they are due. To hold 
English bills will tend to reduce the supply of pounds for sale 
and thus cause the price of pounds in New York (the rate of 
exchange) to rise. 

Gold Shipments, — As was developed above, the accumulation 
of large balances in London to the credit of banks in New York 
will eventually lead to the shipment of gold from London to 
New York; and the lowering of the balances of New York 
banks in London will eventually lead to the shipment of gold 
to London. 

The import of gold means, of course, that the claims of 
Americans on Englishmen exceed the claims of Englishmen on 
Americans; and the export of gold means that the claims of 
Englishmen on Americans are in excess of the claims of Ameri- 
cans on Englishmen. The net balance in either case is paid in 
gold. The situation is essentially the same as when two per- 
sons trade goods for goods and settle any difference in value 
by the payment of cash. 

The Postponement of Gold Shipments. — Banks normally do not 
wish to ship gold to the banks of another city. If it appears 
that the banks in London, for example, are about to be called 
upon to ship gold, there are certain expedients by which they 
may avoid such shipment for a time, and meanwhile the exchange 
situation may be adjusted so that gold need not be sent. For 
one thing, as already stated, an increase by such banks of the 
rate of discount will tend to postpone an outward movement 
of gold. Foreign banks will be less inclined to call their bal- 
ances, to ask for gold, as the bank rate rises. And, further, 
since the rise in the English bank rate would depress the price of 
time bills in London, foreign holders of such bills would be less 
inclined to sell them to London banks. At the same time, 
English banks that hold such bills would be encouraged to sell 
them to foreign banks. Claims against the English banks 
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would thereby be reduced below what they would otherwise 
be and thus the danger of losing gold would be lessened. Then, 
too, London banks may borrow from foreign banks and use the 
funds to buy up claims on the English banks. This would 
check the accumulation of claims against the London banks, 
and reduce the likelihood of their having to ship gold. 

The rise in the bank rate by increasing the expense of borrow- 
ing money also tends to curtail the buying of stocks and bonds 
by local speculators and thus reduces the prices of such securi- 
ties. This accordingly will increase the purchase from abroad 
of securities that have an international reputation, and hence 
reduce the net balance due to foreign banks. The purchase of 
securities in England by Americans will mean that Americans 
must purchase drafts on London banks in payment, and the 
presentation of these at the London banks will reduce the 
amount due to the American banks that sold the drafts. 

The rise in the bank rate will also tend to have a depressing 
effect upon the prices of commodities and thus encourage their 
purchase by foreigners. But, save in the case of commodities 
on the speculative markets, such as wheat, cotton, and corn, a 
short time change in the rate of interest would normally have 
no effect upon the volume of sales abroad. Further, of course, 
this has application only to countries from which such com- 
modities are normally exported. 

An increase in the bank rate in one country, as stated above, 
encourages banks in that country to sell commercial paper 
abroad. But even without an increase in the rate of discount 
the banks of one nation may sell such paper abroad in order to 
prevent the outflow of gold. Such sales obviously reduce the 
net balance due to foreign banks, and hence reduce the pos- 
sibility of having to ship gold. The banks that deal in foreign 
exchange usually keep on hand a quantity of paper that has a 
ready market abroad in order that they may sell it when nec- 
essary to protect their gold reserves. Indeed, the possession of 
a quantity of such paper makes it possible for such banks to 
maintain a smaller gold reserve than would otherwise be re- 
quired. This policy is the same as that followed by banks in 
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keeping high grade bonds which can readily be sold for cash, 
if cash be needed, but which meanwhile earn interest for the 
bank while cash on hand would not. 

Gold movements may be controlled by government au- 
thorities through the prohibition of gold exportation or by 
government borrowing abroad. Such action by a government 
is usually taken only during a very critical period. Both of 
these devices were freely used during the World War. The 
present discussion, however, is in terms of normal conditions 
and thus governmental participation may be disregarded. 

The expedients for checking gold exportation which have 
been discussed above are necessarily only of temporary value. 
They may enable the banks in one nation to postpone gold 
shipments until exchange conditions have so altered that they 
no longer owe large sums to foreign banks. But if there is not 
such an alteration in exchange conditions, which might come 
from an increase in the amount of goods sold abroad and a 
reduction in the amount bought from abroad, the banks must 
sooner or later send gold in settlement of the claims of the foreign 
bankers. Indeed, if no change is anticipated in trade relations, 
the banks will normally not make any attempt to delay gold 
shipments. 

In each of the leading commercial cities gold receipts and 
disbursements are constantly under way. In 1912 and 1913, 
for example, to note pre-war conditions, the banks in the United 
States imported approximately $50,000,000 each year and ex- 
ported about the same amounts. In October, 1925, a not un- 
usual month, $42,900,000 was received from England and 
$4,000,000 from Japan, while $22,700,000 went out to Canada, 
followed by another shipment to Canada of $20,000,000 early 
in November. Thus gold shifts from one center to another in 
settlement of the net balances that arise in the course of trade. 

Gold Movements Self-regulating. — International move- 
ments of gold tend to be self-corrective. An outflow of gold 
.reduces bank reserves and thus tends to cause the rate of dis- 
count to be increased. This will reduce borrowing, and, there- 
fore, curtail buying, with the result that prices will fall. The 
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fall in prices will stimulate foreign buying in the country in 
question, and at the same time check buying from abroad. 
This result is made more certain by the fact that the flow of 
gold into the countries that are receiving it will tend to increase 
prices in these countries. Thus, any outward movement of 
gold tends to check a still further export of gold, because of the 
price changes that thereby occur in the country losing the gold 
and in the countries that receive it. Normally no nation need 
fear that through trade it may be deprived of its gold. The 
adjustment of the prices of its goods that enter into inter- 
national trade as compared with the prices of such goods in 
other countries will check the export of gold as soon as the one 
nation is, relatively to the other nations, undersupplied with 
gold. 

However, in the case of a country that is a heavy producer of 
gold metal, one should normally expect that there would be a 
somewhat constant movement of gold to other countries, 
which movement would not be checked by the forces which 
have just been noted. In the case of such a country, gold is 
exported in exchange for other goods as is any commodity in 
the production of which a community specializes. But in 
order that gold may be exported, the rate of exchange must 
be such that banks can afford to ship it to foreign banks for de- 
posit to their credit. How does the production of gold bring 
about this condition? 

The production of sufficiently large quantities of gold in the 
United States, for example, and its injection into our money 
supply would raise our price level relatively to prices in other 
countries. This would stimulate the buying of goods from 
abroad, and at the same time it would check the buying of 
American goods by foreign traders. The demand upon Ameri- 
can banks for drafts on foreign banks with which to pay for the 
goods purchased from abroad would increase, and the sale to 
American banks of claims upon foreigners for goods sold to 
them would fall off. The balances of American banks in foreign* 
banks would thus decline, and the rate of exchange would rise. 
Finally, the rate would rise high enough so that the American 
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banks could afford to ship gold and sell exchange against the 
balances which were built up in that way. With the constant 
production of gold in large volume this condition may be ex- 
pected to remain unaltered. That is, the movement of gold 
outward will not have the effect of decreasing bank reserves 
and thus raising the interest rate and lowering prices, as was 
noted above, because the new production of gold at once re- 
places the gold which is shipped out. 

There may, of course, be special conditions in the commercial 
life of the people of a nation that will prevent the shipment of 
gold even when considerable quantities are being produced. 
Thus in the United States between 1879 and 1900 large quan- 
tities of gold were produced each year, but the growth of the 
country industrially was such that the gold was absorbed into 
the money circulation of the country without the rise in prices 
that might have been expected, and which was necessary to 
lead to an expulsion of some of this gold. Indeed, during this 
period considerable quantities of gold were imported into this 
country. 

Settlement in New York. — As was indicated earlier, it must 
not be understood that the settlement of all claims between 
Americans and Englishmen is made in London in terms of 
pounds. English banks maintain balances in American banks 
against which they sell drafts to their English customers, and 
which they replenish by buying bills drawn by Englishmen 
against Americans. In other words, some contracts run in 
terms of dollars and settlement is made in New York. 

Obviously, that which is a high rate of exchange on London 
to New York bankers, is a low rate on New York to banks in 
London. When the rate is, say, $4.89, this means that an 
American must pay $4.89 for an English pound, but it also 
means that an Englishman can get $4.89 in American money 
in New York for one pound. This is a lower price of dollars 
to the Englishman than if exchange were selling for, say, $4.85. 
But, to repeat, the usual student who is approaching this sub- 
ject for the first time will find it* advisable to think of foreign 
exchange problems on the assumption that the settlement of 
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all transactions is made abroad in terms of the foreign cur- 
rency. 

An increasing use of “dollar drafts” has developed since the 
establishment of the Federal Reserve System. Before 1914, 
national banks in the United States could not accept foreign 
drafts drawn on them and consequently both exporters and 
importers drew bills of exchange on London banks. This was 
a source of income for the English banks since they charged 
commissions for their services. American bankers were de- 
sirous of having the same privilege extended to them. It is 
now possible for American banks to accept bills drawn for both 
export and import purposes and therefore many settlements are 
now made in dollars instead of pounds. 

During and shortly following the European war, drafts on New 
York banks were used extensively in making payments arising 
out of international trade. This was due in part to the fact that 
money here remained the equivalent of gold while the money of 
most of the other commercial nations did not entitle the holder 
to receive gold. Thus many exporters and especially American 
exporters insisted upon payment in New York. Further, as 
the European nations borrowed heavily here in the form of 
bank credit this led to their making payment with drafts drawn 
against their accounts in the New York banks. Many Amer- 
icans claimed at this time that New York had permanently 
displaced London as the clearing center of international transac- 
tions. Subsequent events have shown that this claim was 
unfounded, for reasons to be noted in the following section. 

London a World Center. — The banks in the various nations 
that deal in foreign exchange buy and sell drafts on banks in 
all of the leading commercial cities of the world. London is, 
however, the chief commercial center. This means that banks 
and exchange houses in the various countries carry balances 
in London banks more largely than in banks of other countries, 
and, accordingly, business firms engaged in international trade 
make extensive use of pound drafts on London in the settle- 
ment of debts even when neither of the parties to a transaction 
is located in England. Settlement in this way through London 
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banks is similar, of course, to the use of a draft on a New York 
bank as a means of payment between two firms neither of 
which is located in New York. 

It follows from this that the rate of exchange in one city, 
New York for example, on the banks located in a foreign city, 
London, does not necessarily indicate the state of trade rela- 
tions between the persons living in the two countries. That is, 
a high rate of exchange in New York on London does not nec- 
essarily mean large payments to Englishmen for goods pur- 
chased or services received from Englishmen by Americans. 
Such a rate may result, for example, from heavy American 
purchases of coffee from Brazil, or from American loans to 
Mexican firms, or from the importation of silk from Japan, for 
in each of these cases American firms, or banks, would normally 
buy drafts on* London banks to be used in payment for the goods 
or bonds that were purchased. 

The function which is performed by London banks in inter- 
national settlements depends for its fulfillment upon an ade- 
quate supply of banking funds and the ability of banks to 
perform the services incident to exchange operations at a low 
cost. Further, it is necessary that the banks performing this 
service should be located in a city in which a relatively large 
volume of international trading takes place. The banks of 
London have thus far had advantages in these respects over the 
banks of any other commercial city. This together with the 
difficulty of overcoming an old habit makes it seem likely that 
London banks will continue, for a long time to come, to act as 
clearing houses for international trade. The pride of national- 
ism is undoubtedly overdone in connection with this matter. 
Whether the London banks or those of New York act as clear- 
ing centers is really of very little importance to either Americans 
or Englishmen. 

Arbitrage in Foreign Exchange. — The buying and selling 
operations in foreign exchange that are carried on by banks and 
exchange houses are, of course, conducted with a view to mak- 
ing a profit from the transactions. The rate of profit expected 
in any one purchase or sale is very small, but in the aggregate 
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the gains may represent a handsome profit on the amount of 
money employed during the course of a year. For example, a 
profit of only 1/36 of 1 per cent on a transaction of a given 
amount each day will yield 10 per cent profit on that sum in 
the course of a year. The seeking of profit in this field, as in 
the case of commodities, leads to what is called arbitrage — the 
buying in one market where exchange is low and the reselling 
in another where the exchange is higher. That is, New York 
banks and exchange houses, for example, not only buy and sell 
pounds, francs, marks, lire, yen, and other foreign currencies, 
in the form of commercial bills and bank drafts, to their Ameri- 
can customers, but also buy and sell them in the various cities 
of the world as opportunity offers to make a profit. Likewise, 
foreign exchange dealers in each of the leading commercial 
cities buy German marks in Rome, for example, if they can 
resell them in some other city to advantage. This constant 
watch upon the prices of bills in the different cities, and the 
selling and buying that result therefrom tend to maintain uni- 
form prices for each currency in all of the commercial mar- 
kets, and at the same time tend to give the lowest possible 
prices to individuals and firms that need to buy foreign ex- 
change, and the highest prices that are warranted to individuals 
and firms that have foreign claims to sell. 

Illustrations from the War Period. — Foreign exchange op- 
erations may be copiously illustrated by reference to the period 
of the World War and the time immediately following it. 
The few illustrations to be given will be taken largely from 
London-New York exchange. Shortly following the outbreak 
of the war the rate of exchange on London rose to $7. This 
meant, of course, a strong desire to convert dollars into pounds. 
This was due to the fact that many Americans were abroad at 
this time and were very anxious to return home and were with- 
out sufficient English money to purchase passage but had funds 
in American banks. They accordingly bid high for English 
money. Also, friends and relatives in this country desired to 
send money to the stranded Americans and sought to buy 
pound drafts for this purpose. Another factor in the situation 
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was the fear that German warships might make it impossible 
for American banks to send gold to London to build up bal- 
ances against which Americans were attempting to draw. 

This panic was soon over, however, and the rate of exchange 
returned to normal. But the foreign governments and foreign 
traders began buying heavily in our markets, purchasing food, 
clothing, and munitions of war. At the same time the people of 
the European nations turned from the production of peace-time 
articles, which they had been exporting to this country, to the 
prosecution of war. Thus the net claims against the Europeans 
greatly increased, and consequently the price of claims — the 
rate of exchange — fell to the low gold point and large quantities 
of gold were sent from Europe to America. The gold move- 
ment from England was delayed somewhat by the sale in New 
York of large quantities of American stocks and bonds that were 
owned in England. Such sales were encouraged by the Eng- 
lish government, and amounted to an exchange of such se- 
curities for American goods. It was in this way that “ America 
got out of debt to Europe, ” to repeat a much used expression. 

Very shortly, too, the export of gold from England was pro- 
hibited, and the payment of gold within England to the holders 
of bank paper was discontinued by the Bank of England. This 
meant that both locally and internationally the English pound 
had become a paper pound. The purchase by New York banks 
of claims on Englishmen no longer entitled them to get gold 
in London. The rate of exchange then fell rapidly, reaching 
$4.48 during the autumn of 1915. In terms of pounds, this 
meant that the dollar had risen considerably. To buy munitions 
valued at, say, $10,000, required many more pounds than if 
the pound had been at par. Or, if sales were made in pounds 
a higher price needed to be charged in order to net the seller 
the number of dollars that he would have received for his sale 
if the pound had been at its normal value. 

The English government then made provision to support the 
value of the pound in our markets. It borrowed privately at 
first, and used the proceeds to buy sterling (pound) bills at 
about $4.761|. During most of 1916 and until the United States 
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declared war in 1917, the banking house acting for the English 
government purchased sterling exchange to an amount averag- 
ing $10,000,000 a day. After the entrance of the United States 
into the war many billions of dollars were loaned to the English 
government by the American government and were largely 
used to buy up bills against Englishmen and against the English 
government. In this way English exchange was protected or 
“ pegged. ” The effect of the government’s policy was clearly 
seen when the purchase of English exchange at government 
order was discontinued in the first year following the war. On 
the morning of March 20, 1919, J. P. Morgan and Company 
announced that it would no longer buy at a fixed price all of the 
English exchange that was offered, and immediately the rate 
of exchange fell. Within a week the price declined 14 cents 
and by the following February it had reached $3.20.* 

The Rate of Exchange under a Paper Standard. — When the 
English government withdrew its support from the exchange 
market in New York, the rate of sterling exchange became sub- 
ject to the influences that determine the rate of exchange on a 
country that has a paper money standard. The rate in such a 
case is determined by the supply of and the demand for ex- 
change on the given country, as is true when the gold standard 
prevails. But what are the factors that determine supply and 
demand? In the case of exchange under the gold standard, an 
outward movement of gold from New York to London, for 
example, augments the supply of exchange on London and 
thus prevents demand forces from bidding the price above the 
gold export point; and an inward movement of gold prevents 
the supply of exchange from depressing the price below the 
gold import point. Within these two points, the rate fluctuates 
as demand and supply vary, that is, as the buying and selling 
of goods and services, the lending and borrowing of money, 
and other transactions call for the transfer of funds. 

The rate of exchange under a paper standard is similarly de- 
termined, except that gold movements do not confine its fluctua- 

1 Cf. B, M, Anderson, Jr., “Artificial Stabilization of Exchange Con- 
demned,” Chase Economic Bulletin , Vol. II, No. I, 1922, p. 15. 
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tion within fixed limits. Supply and demand conditions might 
place it either high or low relative to what it would be under a 
gold standard. 

The major demand for exchange arises normally as a result 
of purchasing goods in the country in question, and the supply 
comes from the sale of goods to persons in the given country. 
The buying and selling between countries is conditioned (1) upon 
the price levels in the two countries, especially the prices of 
exportable goods, and (2) the rate of exchange. With given 
prices for exports, in England, for example, any fall in the price 
of pounds might be expected so to stimulate the purchase of 
goods by foreigners that the increased demand for exchange 
would check the fall in the rate, and at the same time so curtail 
selling into England that the supply of exchange would fall off, 
thus also tending to stiffen the rate. That is, the rate of ex- 
change might be expected to be adjusted to the prices that pre- 
vail in England as compared with the prices in America. In 
other words, the value of a pound in New York might be ex- 
pected to depend upon what a pound would buy in England, as 
compared with what dollars would buy in America. 

Experience shows, however, that the rate of exchange on a 
country that has a paper money standard is not always de- 
termined by the quantity of exportable goods that can be pur- 
chased with a unit of the paper money. There was a period 
following the World War, for example, when the price of French 
exchange was considerably below the point that was warranted 
by the prices of French exportable goods in relation to the 
prices of similar goods in the world's markets. This situation 
greatly encouraged the purchase of French goods by foreign 
traders. Incidentally, this alarmed the manufacturers of similar 
goods in England, since they could not afford to sell at a price 
that would meet this competition. The abnormally low rate 
of French exchange at this time was not caused by the fact that 
sales into France, by the English and others, had been heavy, 
thus creating a large volume of French exchange and depressing 
its price. But' the low rate must have come from an increase 
in the supply of French exchange. From where did it come? 
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The answer is that it came as a result of dealers in exchange 
having sold French exchange short. 

The exchange dealers and other speculators sold exchange 
short because the financial condition of the French government 
made it seem probable that the value of the franc in the French 
markets would fall in the near future. For if the value of the 
French currency were to fall — if French prices were to rise — 
the price of French exchange would fall. Hence, since it seemed 
to speculators that this was going to happen they felt that a 
profit could be made by selling French exchange short — by 
selling it for delivery at a later date. This depressed the price 
of francs (the rate of exchange) below the point that tended to 
be established as a result of the level of prices of export goods 
in France as compared with the prices of similar goods elsewhere. 

The effect of speculative dealing in exchange as a factor in 
determining its price may be further illustrated by reference to 
English exchange. When the English government ceased its 
“pegging” operations in New York, English exchange dealers 
began selling pounds short in New York. That is, they drew 
drafts on themselves, or on English banks, payable, say, in 90 
days, and sold these in New York. At the same time, New York 
dealers drew drafts on English banks payable at some future 
date and sold these. The supply of pound claims was thus 
augmented and the rate depressed. Both English and Ameri- 
can dealers expected to “cover” the drafts sold when they were 
due with pounds purchased at a lower price, and thus make a 
profit. The English dealers held the receipts for their sales in 
New York banks, in dollars, and thus as pounds fell in terms of 
dollars, were able to buy back more pounds than were sold. 
The New York dealers operated similarly. And so long as it 
was expected that the pound would fall still further, such short 
selling was continued. But when it came to be expected that 
the gold standard was to be resumed, the price of pounds rose 
as a result of speculative buying. By the time that the an- 
nouncement of the return to gold payments was made (April 
28, 1925) the pound had risen to $4.82, and immediately fol- 
lowing the announcement the rate rose to the low gold point. 
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Similarly, speculative dealing in dollar exchange during the 
American Civil War affected the price of dollars in terms of 
foreign money. Any change in military conditions during this 
time caused speculators to alter their bids to buy or their offers 
to sell paper dollars. Obviously, the time at which the United 
States government could be expected to redeem the paper 
dollars in gold depended upon the fortunes of war, and thus 
the value of paper dollars was affected by the trend of military 
events. 

The above illustrations are all taken from conditions in which 
the value of the paper money in question is expected to change 
in the future. It is the anticipation of change in money value 
that leads to the establishment of a price for such money — a 
rate of exchange — that at a given time is not the price that 
foreign traders might be expected to pay for such money in 
view of the prices of the goods that might be purchased in the 
country in question and exported to other countries. But if a 
country should have a paper money standard that was regarded 
as a permanent thing, and if the level of prices that prevailed 
should be expected to be subject to but little, if any, fluctuation, 
the rate of exchange on that country would be determined by 
the prices of exportable goods from that country as compared 
with the prices of similar goods that could be secured elsewhere. 

German Reparations. — The foreign exchange problem in- 
volved in the payment by Germany of the sum of money as- 
sessed upon her by the victorious Allies, and commonly referred 
to as reparations, is very interesting. Under the Dawes plan, 
which was inaugurated in July, 1924, it is definitely recognized 
that there are two problems in connection with getting pay- 
ments from Germany. One is thg^^^ 

and the other is the transfer of jhese funds to the nations that 
are entitled to receive reparation payments. The first of these 
does not concern us here. Suffice it to say that there is no diffi- 
culty on that score. But how transfer the funds to the other 
nations? Particularly, how can this be done without depreciat- 
ing the value of the mark, and perhaps causing another period 
of financial and industrial chaos in Germany? 
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To send drafts on the Reichsbank, which holds the funds 
secured by taxation, to the allied governments would be the 
first step in making money payments. A government receiving 
such drafts would wish to sell them for its own currency. In 
France, for example, the importers of goods from Germany 
would buy these drafts from the government with francs. 
Banks, of course, might be the immediate purchasers. 

If the drafts were offered in excessive quantities two things 
would happen. Fir st, the price of the 

its new gold value, 23.8 cents in American money, and secondly, 
this would make the buying of German goods so profitable that 
traders would bid up the prices of German exports. The new 
prices on exports would then tend to be reflected to the prices 
of other goods within Germany and this might start a business 
“boom” which through increased borrowing at the banks and 
a still further rise of prices might lead to another calamitous 
period of inflation. 

It is only, then, as such a limited number of marks are trans- 
ferred to the allied govern^ 

of German exports at normal gold prices that disastrous results 
can be avoided. Further, in so far as German firms buy goods 
abroad, the drafts on German banks in payment of these pur- 
chases will augment the supply of marks for sale, and thus 
further limit the number of marks that the allied governments 
might sell without depreciating the mark both outside and 
within Germany. In..^ho i±^JiLis^.Qnly as the German pep pier 
expor t goods in excess of their imports that reparations are 
possible. Or in other words, it is only in exports of goods that 
Germany can make payment. 

If Germany had sufficient gold to pay the reparations, then 
the transfer of bank drafts in marks to the allied governments, 
the sale of them to local banks, their decline in value to the 
^old import point, and the importation of gold from Germany 
would settle the matter. But Germany does not possess suf- 
ficient gold to make this at all possible. Indeed, to maintain 
the gold standard within Germany the present stock of gold 
must be preserved. 
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The direct transfer of goods by the German government 
avoids any reckoning with foreign exchange. This is a special 
method of payment by exports. Under the Dawes plan a 
somewhat considerable payment is to be made in this manner 
each year. 

The enormous indemnity, for that time, that was imposed 
upon France by Germany at the close of the War of 1870 was 
paid very largely by the French government’s giving new 
issues of gover nm ent bonds to French citizens in exchange for 
foreign stocks and bonds which they held. These securities 
were then sold by the French government, very largely in the 
countries from which they originally came, and bank credit 
was taken in payment. This bank credit was then transferred 
to the German government and by it sold to the German banks, 
whence it found its way to importers of goods into Germany. 

The exchange problem then differed markedly from that pre- 
vailing now relative to the German indemnity, because, for 
one tiling French industrial relations had not been disturbed 
by the preceding war, which had been of short duration. Fur- 
ther, the amount demanded then did not exceed the capacity 
of the French people to pay, while according to many careful 
experts the demands upon Germany are entirely beyond her 
capacity. That is, it is claimed that the German people cannot 
export a volume of goods sufficiently in excess of their imports 
to permit the payment of the huge sums that are demanded. 


PROBLEMS AND EXERCISES 

11. An American exporter of wheat to Liverpool normally sells to 
a New York bank the pounds sterling that are due him in London. 

(a) Write out the substance of the piece of paper that he sells to a 
New York bank. 

( b ) What does the New York bank do with this piece of paper? 

(c) In general what conditions will determine the amount per pound 
sterling that the bank will pay the exporter for his claim? 

(d) Will much or little exporting by Americans relative to the 
volume of importing tend to low r er the price in New York of pounds 
sterling in London, that is, the rate of exchange on London in New 
York? Why? 
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(< e ) Will a high price (high rate) in New York for English pounds 
sterling in London, or a low price, encourage traders to sell goods 
abroad? Why? 

12. “By the mechanism of bills of exchange, the exports of grain 
from the United States to England serve to pay for the imports of 
coffee from Brazil to the United States; and these same shipments of 
coffee viewed as exports from Brazil serve to pay for Brazil’s imports 
of manufactures from England.” Explain how “the mechanism of 
bills of exchange” has these effects. 

13. Excessive exports tend to bring about a rate of exchange that 
will check exporting and stimulate importing. Explain. 

14. Will the following tend to raise or lower the rate of exchange 
on London in New York? Explain. 

(a) An increase in exports of goods to England? To Italy? 

(6) An increase in the importation of goods from England? From 

Brazil? 

(c) European travel by Americans? 

(d) American travel by Europeans? 

(e) Borrowing abroad by selling American securities? 

(/) Buying of postal money orders to be sent to Europe? 

( g ) An increase in the discount rate in London? In New York? 

15. Consult the daily newspaper and find the current rates of ex- 
change in New York? 

16. (a) Under normal conditions, at what rate of exchange in New 
York on London will gold be shipped from New York to London? 
Why will gold normally not be shipped unless the rate reaches this 
point as it moves away from par? 

( b ) Answer the same question relative to movement of gold from 
London to New York. 

17. Importer A wishes to buy a bank draft for £5,000 on London. 
What will he have to pay for the draft if London exchange is at $4,847? 
at $4,867? 

18. An exporter of wheat in New York draws a bill on one of his 
London customers for £2,450. If London exchange were selling at 
$4,846 what could the exporter get for this bill? if London exchange 
were selling at $4,887? 

19. Suppose that a New York importer can get 50 gross of Sheffield 
razors delivered in New York for 44 pence each (the tariff duty in-^ 
eluded), and that he can sell them for 95 cents each. What would be 
his profit on such a transactionjif the rate of exchange on London were 
$4.84? if the rate were $4.87? (Taylor.) 

20. Near what point would you expect the rate of exchange on 
London to be found in the fall of the year? Why? (Taylor.) 
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21. If nations do not impose restrictions on the free movement of 
gold the supply of gold will automatically adjust itself to the needs of 
the country. Start with a country mining a great deal of gold and 
enumerate the steps by which gold would come to be exported. 
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FOREIGN TRADE POLICY 

Trade and Specialization. — The fundamental nature of 
trade was discussed in the earlier portions of this book. It was 
pointed out that in a society in which the principle of private 
property prevails, trade is essential to the specialization of tasks, 
for men can devote themselves to specialties only when it is 
possible to exchange products with each other. The degree to 
which specialization can be carried thus depends upon the ex- 
tent of trade. As was emphasized in Chapter IV there has been 
an increasing development in the extent of trade relations, and 
thus also in the degree of specialization, during the past several 
centuries. Our present day economic organization is in marked 
contrast in these respects to that of any preceding period. Not 
only are the trade relations within communities and nations 
highly developed to-day, but there is also a vast amount of 
trade among the people of the different nations. 

The nature of trade is in no way affected by the existence 
of political boundary lines. Foreign trade and domestic trade 
are exactly alike as elements in the specialization of economic 
activity. Foreign trade, however, is usually given much dif- 
ferent treatment by citizens and politicians from that accorded 
to domestic trade. 

Contrasting Policies Relative to Exports and Imports. — 
The benefits that normally come from the specialization of 
economic tasks are such that one might expect that the people 
of the various nations would give every encouragement to the 
development of foreign trade. Indeed, this has been almost uni- 
versally true so far as the selling side of foreign trade is con- 
cerned, but as will be developed presently, it has not been true of 
the buying side of foreign trade. In other words, the usual pol- 
icy that has been followed by the various nations has been to 
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encourage the sale of goods to the people of other nations, but 
to discourage the purchase of goods from them. 

It has always been the policy of the United States govern- 
ment, for example, to encourage the marketing of goods abroad. 
Officials known as consuls are stationed in all of the principal 
commercial cities of the foreign nations and are engaged solely 
in furthering the export interests of persons and firms in the 
United States. Considerable sums of money are also spent in 
dredging harbors, building docks, maintaining lighthouses, and 
providing cables and other means of communication that Ameri- 
can goods may be sold in foreign countries. In addition, a pro- 
posal is frequently made that a subsidy be paid by the United 
States government to vessels sailing under its flag, in order that, 
among other things, the export of goods from these shores may 
be facilitated. Recently the anti-trust laws of the country, 
which are designed to prohibit the formation of monopolies, were 
amended by the passage of the Webb-Fomerene Act (1 918) so 
as to permit the forming of monopolies for the purpose of sell- 
i ng goods abroad . 

Our national policy in respect to the encouragement of expor- 
tation is typical of the policy that prevails in other nations. 
How different is the usual policy in regard to the importation of 
goods! To discourage or prevent the purchase of goods from out- 
side a nation’s boundaries has been the aim of almost every 
generation of lawmakers in the various nations since the be- 
ginning of commercial life. The favorite device for the accom- 
plishment of this purpose has been the imposition of a fee — a 
tax, or a duty — upon the goods that are imported. The charges, 
or duties, so imposed are commonly called tariff duties or tariffs. 
The word tariff is of Spanish origin and means a list or schedule 
of rates. 

In the United States, almost from the beginning of our na- 
tional existence, duties have been levied upon the importation 
of goods. The duties imposed have varied from time to time 
in amount and the list of goods subject to duties when imported 
has also varied, but the national policy has consistently been 
to restrict the importation of goods into the country. Thus 
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our national policy in regard to international trade has been to 
foster selling abroad but to restrict buying from abroad. 

How can the difference in attitude toward the export and 
import trade be explained? Are these two lines of policy con- 
sistent? Is each advisable? Particularly, for it is upon this ' 
question that controversy centers, is the policy of imposing^ 
restrictions upon imports desirable? Or, would it be well to 
remove tariff barriers and to permit foreign goods to be sold 
freely in our markets? That is, should we adopt the policy of 
free trade? Finally, does the trend of events indicate that our 
policy toward imports is likely to be altered? These questions 
will be given consideration in the following discussion. 

Restrictions upon Local Buyers. — The federal Constitution 
prohibits the levying of import or export duties by any state in 
the Union. Thus trade among the states is free from legal re- 
strictions. Hence except for the non-legislative restrictions 
which will be noted presently, the cost of transport is the only 
effective barrier to trade among the various sections of the 
nation; and as the cost of transportation has been reduced to 
an amazingly low figure, as noted earlier, the volume of domestic 
trade has reached tremendous proportions. 

Although there ar e no legal restrictions upon our do mestic 
trade, there are, as just suggested, restrictions that are extra- 
legal, or non-legislative. In perhaps every community, the buy- 
ing public is urged to patronize local stores and to resist the 
appeals of mail order houses and the advertisements of dealers 
in other places. Pressure of this sort is applied, too, to secure 
patronage for local professional men, banks, insurance com- 
panies, laborers, and local dealers and companies of all sorts. 
Similarly, state officials often urge the people of a given state to 
buy certain “home” products rather than those from outside 
the state. These local forms of pressure are of the same nature, 
although less effective than the levy of duties upon importation. 
The object is to preserve the local, or the home, selling market 
for the “insider” as against the “outsider”. 

Self-interest in the Advocacy of Protection, — The pressure 
that is thus applied to local buyers in favor of local sellers gives 
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a clew to the most important source of the demand for tariff 
duties. All groups find it decidedly to their interest to reduce 
competition in the markets in which they either buy or sell, as 
has been emphasized in the earlier portions of this work. Ob- 
viously, one way to reduce the competition that sellers must 
face is to exclude competitive sellers from the selling market. 
If it were legally possible for the coal producers of Ohio to be 
protected against the coal producers of Kentucky and West 
Virginia by the imposition of a heavy tax upon all coal enter- 
ing Ohio, one may be very sure that the demand for such pro- 
tection would be made. If it had been legally possible to keep 
out of New England the agricultural produce of the West, or 
to admit it only on the payment of heavy duties, there is no 
question that the agricultural interests of New England would 
have demanded such protection as the extension of the railways 
brought the fertile lands of the Mississippi valley into effective 
competition with the farms of New England. 

The insistence on the part of chemical manufacturers of this 
country that they be protected from competition with chemical 
producers in Germany, and the demand by sugar producers that 
they be similarly protected against the competition of sugar 
producers outside of the country, to mention only two of the 
many fines of work for which protection is demanded and re- 
ceived, is clearly to be expected from such groups. 

It is thus from the self-interest of the leading business men 
in the industries that suffer, or would suffer, from the competi- 
tion of foreign goods in the home market that the principal 
element in the demand for a protective tariff is found. But in 
addition to the various groups whose self-interest has prompted 
them to advocate the policy of curtailing imports, there have 
been many able and disinterested persons who have advocated 
such a policy as a means of promoting national well-being. 

The Arguments of Protectionists. — Many arguments have 
been advanced in favor of a policy of protection. It has been 
contended that protection increases the onnortuniin es. for the 
employment of la bor; that it raises wa ges, or maintains wages 
at a high level; that it diversifies industry and thus gives scope 
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to talent; that it is a necessary feature in developing industries 
that will eventually not need protection; and that it makes a 
nation self-sufficient in the midst of its possible enemies. These 
defenses of protection will be considered presently. 

The Fundamental Effect of Protection. — Before analyzing 
the various claims of the advocates of protection, it will be well 
to consider the fundamental effect of this policy. It is only in 
this way that the arguments for and against protection can be 
understood. The purpose of a protective tariff is to protect the 
producers in certain industries from the competition of foreign 
producers in the home market, in order, so it is argued, that such 
industries may exist in the given country. Without the tariff, 
then, the industries in question would be prevented from coming 
into existence, or would be crowded out if they were under way 
when the foreign competition appeared. Sometimes a protec- 
tive tariff may merely protect the large profits of certain pro- 
ducers against the inroads of foreign competition. But such a * 
tariff situation is never defended by the advocates of protection. * 

The v alidity of protect ion thus depends upon the advisabilit y! 
of maintaining within a country lines of industry that under free] 
trade would have tobeTg^^ 

tion. Thus, since if one kind of industry cannot be followed by 
the people of a nation another one must be, for a people can- 
not remain idle, a protective tariff means the substitution of 
certain lines of industry for other lines of work. A protective 
tariff, then, shunts labor and materials into given fields of em- 
ployment and away from others. It directs the economic forces 
of a nation into channels that would not be followed under a 
policy of free trade. This, indeed, is the avowed purpose of 
protectionists in the advocacy of their program. The thorough 
appreciation of this fact will aid one in understanding a large 
part of the controversy over the protective tariff. 

The Discriminatory Feature of Protection. — A policy of 
giving protection to certain industries may then be phrased in 
terms of discrimination among the various lines of enterprise. 
To protect th e producers in some linesisto discriminate against 
the producers in other lines. 
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(1) Labor and Materials Diverted to Protected Industries . — 
To enable labor and materials to be used in lines of enterprise 
that would otherwise not be undertaken, must mean that the 
labor and materials thus used are kept from employments in 
which they would have engaged if protection had not been 
afforded to the particular industries. In terms of the entre- 
preneur, the result is that those business men who are in non- 
protected enterprises are not able to purchase materials and 
hire labor that were formerly available. The fact that the in- 
dustries that are thus discriminated against by a policy of 
protection are usually of great variety and extent obscures the 
fact that the policy is to their disadvantage. The aid to the 
‘ ted industrie s— is clearly seen — b ut the resu lting dis- 


(2) Competitive Advantages of Certain Home Industries Re- 


moved ^ — The discrimination against the non-protected indus- 
tries may be stated in terms of competition among the home 
industries. All industries — all lines of work — as was pointed 
out in an earlier chapter, compete against each other. If it does 
not pay to carry on a certain enterprise, this is on account of the 
fact that it pays better to do something else. If wages are too 
high, or interest too high, or rent too high to make it profitable 
to produce a certain product, this means that other lines of pro- 
duction are more profitable, else wages, interest, and rent would 
not be so high as they are. A demand for protection then, on the 
ground that entrepreneurs cannot compete, against foreign pr o- 
ducers in a given line of industry, really means that the work in 


ete against other lines of work that are 


being carried on in them min Arvi_where protection is requested . 
Protection would make it possible for such work to be carried 
on by raising the price of the product of that industry suffi- 
ciently to permit entrepreneurs in that line of work to pay as 
much in wages, interest, and rent as can be paid by the entre- 
preneurs in the accustomed lines of enterprise. This would mean 


curing labor, capital, and land. 
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(3) Export IncfoisiTOs Curtailed. — Another way of noting 
the discrimination against certain fields of industry is by con- 
sidering the effect that protection has upon the export industries 
of a nation. Trade is recipro cal. Goods and services can be 
sold only if goods and services are bought. Or, since the services 
that are the subject of purchase and sale among the people of 
different nations, as, for example, the services of transportation 
firms, insurance companies, and money lenders, and the services 
rendered to tourists, are not usually of great importance when 
compared with the quantity of goods bought and sold, they may 
be neglected in the analysis. Further, as the principles that are 
applicable to the exchange of goods are also true of the exchange 
of services, the analysis is not altered by speaking only of the 
exchange of goods. Briefly then, the people of one nation cann ot 
sell goods to the people of other nations if the y will not in t urn 
b uy goods Trom foreign traders Foreigners cannot bn v from us 
iFwewinnot buy from them. 

In opposition to this position it is often contended that the 
people of a nation may sell abroad and receive p ayment in gold. 
It is, of course, possible that this may be done, but the limits 
within which such trade can be carried on are very narrow. 
Selling abroad depends in any case upon quoting prices that are 
low enough to attract foreign buyers. Assume that the prices 
quoted by export merchants in country X are satisfactory and 
that the making of payment through the usual banking chan- 
nels leads to the importation of gold, on account of the failure 
of persons in X to buy goods abroad, following the imposition of 
a protective tariff. If the sale of goods and the importation of 
gold are continued, the accumulation of gold in the banks of the 
given nation, X, will tend to raise prices in that nation, and at 
the same time the removal of gold from the banks in the other 
nations will tend to lower the prices that prevail there. The rise 
of the prices in X will force the export merchants to quote 
prices to foreign buyers, and, at the same time, the fall of prices 
in the markets of other nations will make the dealers who have 
been buying from the exporters in X not only less anxious, but 
less able, to purchase even at the former low prices. The result 
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will be a cessation of selling to foreigners by the merchants in 
the given country. It is thus impossible for the people of a 
nation to sell goods to foreigners and take payment in gold, 
unless it is done on a very small scale. International trade is 
essentially barter. The curtailment of imports thus leads to the 
curtailment of exports. 

Further, the amount of foreign trade is so large as compared 
with the stock of money gold that sales of goods for gold by the 
people of a large nation could not long be continued. The ex- 
ports of goods from the United States for any three recent 
years exceed the total supply of money gold of the world. Over 
half of this total supply of money gold is already in the posses- 
sion of the people of this country. Clearly the opportunity for 
our citizens to sell goods abroad for gold is sharply limited. 1 

It may also be claimed that goods may be sold abroad on 
credit, and thus that importation does not necessarily depend 
upon exportation. This, too, is possible, but it is also subject 
to sharp limitations. Such a policy would mean the exchange 
of goods for promises to pay later, that is, for bonds and other 
evidences of debt. Such exchanges may continue for some time. 
Indeed, in the nine years since the conclusion of the World War, 
the people of the United States have sold abroad for promises 
to pay some $13,000,000,000 of goods. This is sometimes 
phrased in terms of our having loaned such a sum of money 
abroad, or of our having exported such a sum of capital. What 
has happened is that some Americans have purchased foreign 
bonds and mortgages to this amount, and that other Americans, 
or in some cases the same persons, have sold goods to foreigners. 
Thus the American lenders have paid the American exporters 
for $13,000,000,000 of goods sold abroad in excess of goods 
imported. As a nation we have exported goods and taken pay- 
ment in bonds and other promises to pay. 

But such sales on credit cannot continue indefinitely. As the 
volume of the debts owed to our citizens increases, the yearly 
interest accruals will likewise increase. Interest accruals may be 
invested abroad for a time. That is, notes, bonds, and mort- 
1 Compare S. A. Rufener, Principles of Economics , 1927, p. 691. 
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gages may be accepted as interest payments, but eventually the 
opportunities for further investment by Americans will be less 
profitable; or, to state the matter differently, Europeans will 
offer less favorable terms for loans. In other words, bonds on 
foreign industries will be less readily sold in our markets. The 
reduction in the volume of such bond sales will reduce the de- 
mand in our markets for bills of exchange on foreign banks. 
This will depress the price of foreign bills and thus at the same 
time discourage the exportation of goods and encourage the 
importation of goods. Also, the sale in our markets of coupons 
calling for the payment of interest to Americans by foreigners 
will depress the rate of exchange and tend both to encourage 
the importation of goods and discourage exportation. Thus we 
cannot continue to export goods and take payment in foreign 
credit. Unless goods are imported the export of goods must 
cease. 

Even if profit-making opportunities as reflected in prices here 
and abroad, and the rates of exchange, made it possible to con- 
tinue indefinitely to sell abroad on credit, it is difficult to see 
how such a policy could be defended from the point of view of 
national interests. It would amount to the production of goods 
here and the sending of them abroad with the understanding 
that they were never to be paid, for — that only mortgages and 
bonds were to be given in exchange, with still more mortgages 
and bonds to be given later as interest payments fell due. If 
the people of a nation are to receive an equivalent for goods ex- 
ported, either goods must be imported, or the services of for- 
eigners must be imported. The importation of either bonds 
or gold is not equivalent in terms of welfare to goods exported 
except as they are used later to procure imports of goods or 
services. 

The conclusion is then that exports cannot flow out unles s 
imports come in, save during short periods of time . To refuse 
to buy from abroad thus means that we cannot sell abroad. To 
levy a protective tariff and thus prevent foreigners from selling 
in our markets must mean that we are at the same time prevent- 
ing persons who would otherwise export American goods from 
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having the opportunity to do so. In other words, when we dis- 
criminate in favor of certain home produce rs by shutting foreign 
producers out of our markets, we at the same time discriminate 
against other home producers by shutting them out of foreign 
maHcets. It is thus, of course, that industry is forced into new 
channels as protective tariffs are imposed. 

I t is reasQnahbnclear-that the agricultural industry in Ameri ca 
suffered severely following, the close of the World War due to 
the fact that our tariff policy prevented the people of this na- 
tion from buying goods from Europe that would have permitted 
the people there to buy the agricultural produce which they 
solely needed and which our farmers were anxious to sell. In 
effect, a policy of free trade would have permitted the farmers 
in America and the manufacturers abroad to exchange their 
goods to the mutual advantage of both parties. 

That this relationship between exports and imports is not 
understood, although it is very simple in its main outlines, is 
evidenced by the almost universal policy on the part of govern- 
ments of encouraging the one and discouraging the other, as 
noted at the beginning of this chapter. Lavish expenditures are 
made in order to make it possible to sell goods abroad and then 
t he outlay is made worthless, so far as it is possible to do so. 
b v excluding from the home markets the goods that are the 
necessary basis for the continuance of purchases from our ex- 
porting merchants. In this practice of beckoning foreign trade 
with one hand and repelling it with the other, the United States 
has long held a conspicuous place among the nations of the 
world. 

(4) Consumers of Protected Articles at Disadvantage. — The dis- 
criminatory feature of a protective tariff is especially apparent 
if the effect upon the consumers of the articles that are subject 
to protective duties is considered. The prices of such articles 
are certainly higher than they would be otherwise. Indeed, this 
is the avowed purpose of levying the protective duties. They 
are imposed in order to keep out foreign goods and thereby 
raise the prices of similar goods in the home market sufficiently 
to make it profitable for such goods to be produced at home* 
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If the duties do not lead to higher prices in the home market 
they do not furnish any protection. 

Hence, to argue, as some of the advocates of protection oc- 
casionally do, that such a policy does not result in consumers’ 
having to pay higher prices for the articles subject to import 
duties, is to make the argument for protection meaningless. If 
the prices of the protected articles are not higher under the 
tariff, if they would not be reduced if the tariff should be re- 
moved, then it is clearly nonsense to retain the tariff in order 
to protect home producers. 

The Fallacy of Increased Employment. — The proponents of 
a policy of protective tariffs insist, among other things, that 
such a policy increases the volume of employment. “ Free trade 
gives jobs to the foreigner: protection gives jobs to the folks 
at home,” is a familiar form of the statement. This is clearly 
unsound. Whether there be much or little trading across the 
national boundaries, the volume of employment tends to be the 
same. The normal tendency is for most of the workers of a 
country to be employed most of the time. Unfortunately, 
changes in the supply of and the demand for the various prod- 
ucts of industry seem to make some unemployment unavoid- 
able, and perhaps also the desire to “lay off” from work 
contributes to chronic unemployment. But these factors are not 
conditioned upon the degree to which trade takes place across 
boundary lines. Free trade England in the pre-war period did 
not have any gr eater percentage of xinemp l pvment fhamrii d 
Germany where the policy of protection prevailed . 

Clearly, the lines of enterprise are not the same under pro- 
tection as they would be under free trade. Thus many persons 
do not have the same kinds of jobs in the one case that they 
would have in the other, but there is not the slightest reason for 
believing that more jobs would be available under one policy 
than under the other. To be sure, there may be a depressi on 
i n some one industry with consequent unemployment T and the 
shutti ng out of imports in that line mig hL add to the volum e, jqL 
e mployment . If it were possible to exclude from the state of 
Ohio the coal now (1928) coming in from the south of the Ohio 
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River, miners that are now unemployed would be given work. 
But certainly the people of Ohio could not increase the average 
amount of employment per decade by cutting off all trade with 
the other states of the Union. 

A more defensible position in regard to the volume of em- 
ployment is taken by protectionists when they argue that there 
is less danger of t emporary unemployment under the one polic y 
than under the other. The argument is correctly based upon the 
assumption that under free trade the industries of a nation are 
adjusted to foreign commerce in which both exports and im- 
ports play a part, while under protection the industries of a 
nation are largely adjusted to trade relations with each other, 
foreign trade being reduced to a minimum. The contention 
is that with the industries of a nation dependent upon foreign 
markets for the purchase of raw materials and the sale of 
products there is more likelihood of disturbance than if the 
interdependence of industry is very largely confined within 
the bounds of the nation. 

Against this position the argument can be advanced that the 
bread&tJC&-fch^^ than i sJhe 

home market. Poor business conditions in one country might 
not deprive an exporter, or an importer, of opportunity to do 
business, for he might be able to turn to some other country, 
but with industries dependent solely upon home markets, a 
crop failure, for example, might seriously affect all of the in- 
dustries of the country. The pre-war experience of free trade 
England, to refer to it again, does not warrant the conclusion 
that trading in foreign markets leads to greater interruptions 
of business than if trade is largely domestic. 

The Fallacy of Increased Prosperity. — The fact that a tariff 
policy directs the economic activities of a nation into lines of 
enterprise that would not otherwise be followed throws light 
on the question as to the effect of such a policy on the pros- 
perity of a country. If we assume that consumers spend their 
money wisely and thus ably direct economic forces, it will 
follow that the alterations of the lines of economic activity, by 
the imposition of a tariff will result in a less satisfactory dir ec- 
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tion of e conomic effort This assumption is not universally 
valid. The consumers who happen to possess buying power 
will not necessarily direct economic activity into the lines that 
it is best for it to follow. 

In order to devote the economic forces to the best service of 
the society a very considerable degree of control may be ad- 
visable. Protection against imports is one form of control, and 
it may be justifiable under certain conditions. But protection 
a lmost necessarily reduces the total output of good s. Its ob- 
ject, in fact, is to keep certain goods out of the country, and to 
lead to the production of similar goods within the country. But 
this will mean the curtailment of production in other lines, and, 
to repeat, the sum total of goods available for use in the country 
will tend to be less than if free trade prevailed. If this werd 
not true — if as many goods were available under protection! 
as under free trade — prices of the protected goods would be nos 
higher under protection and hence protection would be of no! 
avail. This point i n regard to the effect of a protective tariff 1 
on prosperi ty will be made clearer by the orange growing illus- 
tration which is given at the close of this chapter. 

The effect of a policy of protection upon prosperity may be 
obscured by other factors. The United States has from the 
beginning been a prosperous country as compared with the 
other regions of the world. We have had a protective tariff 
policy during almost all of our national existence, and it has 
seemed to the unobservant that there is a causal connection 
between these two phenomena. This conclusion has undoubt- 
edly not been warranted. There are many reasons to explain 
our high degree of prosperity other than the prevalence of a 
protective tariff policy. Furthermore, for the reasons givenj 
above, one should expect that the degree of prosperity wouldjj 
have been still higher if it had not been for our policy of pro-1 
tection. 

There is one wav in which a protective tariff mnv inj cim^ he| 
prosperity* of a countr y. When a protective tariff is enacted 
to check the volume of goods flowing into a country, the vol- 
ume of exports is normally not affected at once, and in order 
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that payment may be made for these, it is necessary that gold 
be sent in. This influx of gold, as a result of a sudden cessation 
of importing, tends to raise prices somewhat in the count ry 
c oncerned, and this tends to encourage business enterprise. The 
result of this may be a higher degree of prosperity than would 
have prevailed if the imports had not been thus restricted and 
gold imported in payment of the goods which continued to be 
exported. As noted above, this m ethod of paying for exports 
cannot long continue, but if it continues o nly for a sho rt time, 
the results may be a rather considerable increase in the degree 
of prosperity. Obviously, this is not a tariff policy that a nation 
could follow permanently since its value depends upon the sud- 
den termination of imports and comes from the results of a 
relatively short period of trading following such restriction of 
imports. 

Wages under Protection. — It is commonly maintained by 
the advocates of protection that such a policy results in high 
wages being paid to workingmen. The discussion in the pre- 
ceding section, however, points to the opposite conclusion. If 
the total output of goods is made less by diverting labor and 
materials into less productive lines than would be followe d under 
a policy of free trade, then certainly the laborers of a country 
would be i n a less favorable position under protection than 
under free trade. 

A very interesting shift on the wages question has been made 
by the advocates of protection in this country. When the pro- 
tective tariff policy was being inaugurated, during the first 
decades of the past century, it was argued that a tariff was 
necessary because wages were high in this country. High wages 
here, it was contended, made it necessary to give protection to 
manufacturers so that they could compete against the foreign 
manufacturers who did not have to pay such high wages. Later, 
after the policy was established, it was argued, as it is to-day, 
that wages are high in this country because of the policy of 
protection. This latter position is, of course, not sound if the 
analysis in the above paragraph and in the preceding section 
is correct. 
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It is often argued that the i mport of goods from low wage 
countries will tend to lower wages in the countries receiving the 
imports. It is difficuR to^eS contended that it 

is to the advantages of American laborers to exchange the 
products of their toil for high priced goods from high wage 
countries rather than for low priced goods from low wage 
countries. The cheaper the goods are that are secured from 
abroad the greater is the advantage secured by the inhabitants 
of a given country from the exchange of goods with that country. 

The Infant Industries Argument. — The most cogent argu- 
ment offered in support of a protective tariff is the infant 
indus tries argument. It is to the effect that if the natural re- 
sources of a country and the capacity of the people are such 
that a given industry after it once gets under way could be 
maintained without protection against foreign competitors and 
against the other home industries that compete for labor and 
materials, then it is advisable to give protection while the in- 
dustry is being developed. Under such conditions, the number 
of lines of industry can be increased and greater scope be given 
to the exercise of talent, without the disadvantage of a perma- 
nent reduction in prosperity which is the normal accompaniment 
of the protection of industry that cannot become self-support- 
ing. But it must not be overlooked that this is an argument 
for temporary protection, not for a permanent policy of pro- 
tective tariffs. The practical difficulty with such a program is, 
as will be emphasized presently, that after a tariff has been im- 
posed it becomes very difficult to get it removed. 

The classic exposition of the infant industries argument was 
made by Frederick List, a German writer, in a work published 
in 1841. His argument was that a nation In the natural course 
of events goes through successive stages of ^econ omic develop- 
ment, namely, the agricultural, agricultural-manufacturing, and 
the agricultural-manufacturing-commercial stages. To assist a 
nation to pass from, the agricultural stage to the one following 
it, argued List, it Is advisable to give protection. During such 
a period the people will receive an industrial education, and 
will be able to enter the stage of fullest development without 
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the support of protective duties. Obviously, this argument 
cannot be used in support of a permanent policy of protection. 
It is applicable only to a nation that is developing into a manu- 
facturing nation, and only during the period of that devel- 
opment. 

The Favorable Balance of Trade Idea. — Another element in 
the support given to a policy of protection is found in the favor- 
able balance of trade idea. If exports exceed imports the bal- 
ance is said to be favorable, and if the opposite condition 
prevails it is said to be unfavorable. This is another expression 
of the common notion that it is well to sell but not advisable to 
buy. According to the everyday canons of conduct, to produce 
and sell and conserve the receipts is to follow the path to for- 
tune, while to spend is to lay waste one’s patrimony. The 
prevalence of this doctrine as a rule of individual conduct helps 
to explain the acceptance of protectionism, when it is phrased in 
terms of cutting down purchases from abroad, as this implies 
that the nation is buying less than formerly and presumably 
selling just as much. HenceAhe nation must be gettin g: rich. 

However, as was pointed out above, t o reduce imports nec - 
essarily means that exports must also be curtailed . It is 
impossible to continue for long to sell abroad more than is pur- 
chased from abroad whether the balance is taken in money or 
in credit. Hence, it seems idle to approve of a protective tariff 
policy on the ground that an excess of exports over imports, of 
sales over purchases, will thereby be achieved. 

There is so much said in current discussion relative to the 
importance of having a so-called favorable balance of trade that 
it is perhaps well to note that an excess of goods exports 
over goods imports may mean that any one of many different 
conditions prevails, or any combination of several different con- 
ditions. Fir st, gold mav be naming into the m ountry in pay- 
ment of the balance; sec ond, foreigners mav be selling bon ds 
in the country, or to view the matter from the other side, per- 
sons and firms in the one country may be investing abroad; 
third, individuals and firms in the country in question may be 
paying interest on loans that they have earlier received from 
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foreigners; fourth, thevjnagJ ie engaged in paving the prin - 
cipal of such loans; fifth, merchants may be making payment 
for the freight service of foreig n shipo'wheii'm 
may be paying for insurance services, or residents may be send- 
ing money to friends and relatives in foreign countries, or per- 
sons in the one country may be spending considerable sums 
traveling abroad, or for still other reasons, persons in one 
country may be making remittances to persons in other 
countries. 

In short, just as when a farmer, for example, sells a larger 
quantity of goods, measured in dollars, than he buys during a 
year the “ balance” may be accounted for in innumerable ways, 
so sales of goods by the traders of a nation in excess of their 
purchases may mean that the balance is struck by the inclusion 
of any of the many items for which men dispose of goods. It 
would seem that with a “favorable” balance meaning so many 
different things there cannot be much point in thinking of it 
as favorable. 

All Around Protection. — Many persons who advocate a 
policy of protection insist that they wish protection for all in- 
dustries and not protection for favorite industries. The pre- 
ceding analysis shows that it is impossible to have protection 
for all lines of work. Protection is necessarily discriminatory. 
It diverts the economic resources of a country into lines of 
activity that would not otherwise be followed, and thus away 
from the lines of work that would have been followed if the 
tariff had not been imposed. If it does not do this it fails to 
give protection . A protective policy is thus, as was explained 
above, a po licy of dim imin ation against some . i ndustries and 
in favor of other industries. All around protection is thus an 
impossibility. One might as well expect to take money from 
the pockets of a dozen men and redistribute it to the advantage 
of each of the twelve, as to expect that a policy of protection 
could be of universal benefit. Some lines of work can be as- 
sisted only at the expense of other lines. 

Growing Oranges in Ohio. — The preceding points may be 
illustrated by assuming that it is legally possible for the state 
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of Ohio to impose a tariff on imports, and that such a high duty 
is laid upon oranges that the importation of oranges into Ohio 
is so restricted that the price rises to such a point that it be- 
comes profitable to construct hothouses and produce oranges 
within the state. This will “increase employment” in the hot- 
house and allied industries, and give employment in an entirely 
new kind of work, but, obviously, this will reduce employment 
in other lines of work. Goods that have been produced in 
preceding years and, in effect, exchanged with the people of 
California and Florida for oranges will not be produced. Ex- 
ports will be reduced as a result of cutting down imports. 
Labor and materials will be transferred from lines of work that 
were formerly followed to the orange industry. 

The prosperity of the state would be reduced as a result of 
this change in the direction of industry. Assuming that here- 
tofore apples had been exchanged for oranges on the basis of a 
. bushel of one for a crate of the other, and that the expenditure 
in labor, land, and materials now necessary to produce a crate of 
oranges formerly sufficed to produce two bushels of apples, it 
is clear that the total output of the state would be less than it 
formerly was. Each crate of oranges produced would mean the 
net loss of one bushel of apples. The well-being of the people 
of the state would be reduced. The wages of laborers meas- 
ured in units of produce would be less than under the policy 
of free trade. 

This is an extreme illustration. No protectionist would ad- 
vocate the imposition of tariff duties in order to encourage the 
development of an industry so ill suited to the country as is 
the orange-growing industry to Ohio. The principle, however, 
is the same. The extreme case puts in bold relief the conditions 
that, although present, may not be clearly seen in the us ual 
case. However well suited to a cou ntry an industry may b p 
the fact that it needs protection means that it is not so w ell 
suited as are the other home industrie s. For as already in- 
dicated, the need of protection means that a given industry 
cannot compete with the other home industries in hiring labor, 
borrowing money, renting land, and buying materials. If it 
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were equally well suited to the country, it could compete with 
the other industries in these respects, and thus would not need 
protection. 

The Removal of Protection. — The above illustration is also 
applicable to another important phase of protectionism, namely, 
the effect of removing protective duties. To remove the duties 
on oranges in the situation assumed would bring considerable 
loss to the men who had invested in hothouse construction for 
the purpose of carrying on this industry. Likewise, persons 
who had become especially skilled in this line of work would 
suffer a loss of wages if protection were withdrawn. These con- 
siderations point to the conclusion that it is very disturbing to 
the industrial life of a country to discontinue a policy of pro- 
tection, or indeed to change the rates of duties imposed. The 
industrial disturbance that thus tends to follow the removal, or 
the marked lowering of a tariff, would tend to be of relatively 
short duration * The fact that such a period of hard times 1 
followed a reduction in the tariff would be of no effect in de- 
termining whether given tariff rates are advisable in the long 
ran. 

The adverse effect of a reduction in a tariff duty makes it 
almost impossible to bring about a lowering of tariffs. The in- 
terests that would suffer from such a change in policy are 
normally able to exert considerable power in politics. Indeed, 
some of the protected industries normally become so formidable 
as the period of protection is continued that, except under very 
unusual conditions, it is possible for the persons representing 
such interests to exert sufficient pressure upon public opinion 
and lawmakers to prevent the abolition of the protective duties- 
The amount of money that certain protected interests in the 
United States could afford to spend in influencing elections and 
congressional legislation rather than have the tariff duties re- 
No group less extensive than almost the en- 
tire population could afford to use any comparable sum in 
securing a removal of protective duties. Furthermore, of course? 
the protected group is well aware of its economic interests and 
conversant with the methods best calculated to secure it. This 
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is not true of the persons whose interests are adversely affected 
by a protective tariff. 

PROBLEMS AND EXERCISES 

22. “The foreign trade of Americans is essentially similar to the 
trade among the states, or the trade within a stated Is this sound? 
Discuss. 

23. Name a group of producers in your state that suffers because of 
free trade between the citizens of that state and another state. If it 
were legally possible to protect these producers, is it reasonabl%to«be- 
lieve that they would ask for protection f Explain. Is it probable that 
they would be given protection f Explain. 

24. “We spend thousands of dollars dredging harbors, laying cables, 
and building ships in order that we may trade with foreign nations and 
then we put up a tariff barrier and stop the trade we make possible.” 
Does a tariff thus negative the benefits which accrue from improve- 
ments in transportation? Discuss. 

25. Some men in the United States argue in support of a merchant 
marine and of a high protective tariff. Show that they are inconsistent. 

26. “The tariff duties are really not levied against the foreign dye 
industry, but against the American steel industry, the oil industry, the 
automobile industry, the chemical industry, the railroads and other 
home industries.” Discuss. 

27. “If we buy rails from England, we get the rails, of course, but 
they get our money; while, if we buy rails at home, we have the rails 
and the money too.” — A statement falsely credited to Lincoln. 

(a) Is there any reason to expect that our buying rails in England 
would carry off our regular stock of money? Explain. 

(i b ) Should we regret such trading because it decreases our stock of 
money, if that should result? 

(c) Substitute “cotton” for “money” throughout the above quota- 
tion, and show the fallaciousness of the doctrine. (Taylor.) 

Note: For a very interesting account of the history of this quo- 
tation which is credited to Lincoln see articles by F. W. Taussig in 
The Quarterly Journal of Economics , August, 1914, 28 : 814 and May, 
1921, 35 : 500. These are reprinted in his book Some Aspects of the 
Tariff Question. 

’ 28. (a) “To the same extent that the home market is wrested from 

| foreigners and given to protected home producers, the foreign market 
is wrested from unprotected home producers.” — Seager, p. 418. 

(i b ) “I believe in giving protection to every American producer.” 
— Senator Smoot. Is Seager’s point sound? Explain. Is tariff pro- 
tection as contemplated in the second quotation possible? Discuss. 
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29. An English pamphlet of the Liberal party says: “One of the 
most absurd posters issued by the British advocates of a protective tariff, 
was one in which a British workingman was represented as saying: 
4 The foreigner has got my job!' That poster is a fraud. Rather we 
should say that it is the foreigner who provides jobs for British working- 
men.” Now, broadly speaking, neither of these statements is sound. 
The number of jobs — the amount of employment — would probably 
be substantially the same under protection as under free trade. The 
real advantage of free trade lies elsewhere. 

(a) Support the contention of the next to the last sentence. 

>*fi8piP6at is “real advantage” referred to in the last sentence? 
(Taylor.) 

30. “The protective tariff is responsible for the high wages that 
American workingmen receive.” 

(a) Argue that generally speaking this is not sound. 

(6) How are the high wages to be accounted for? 

(c) Argue that the sudden removal of protection would lower wages 
and create unemployment. 

31. “The infant industries tariff argument presupposes that the 
tariff will be temporary, but experience shows that such tariffs tend to 
be maintained after the industry is fully grown.” Account for this 
tendency. 

32. (a) If all protective tariffs in this country were to be removed 
within the next year, what would be the probable immediate effects 
upon (1) prices; (2) employment; (3) wages? Explain. 

( b ) What would probably be the ultimate effects? Explain. 

(c) What do your answers lead you to conclude as to the advisability 
of our abandoning the policy of protection, in whole or in part? 



CHAPTER XXXV 


FOREIGN TRADE POLICY ( Continued ) 

Nationalism and Protection. — In the preceding chapter at- 
tention was directed in part to an explanation of the jjgg|j^for 
the prevailing policy of protection. Unquestionably, the spirit 
of nationalism is an important factor in promoting this policy. 
An individual identifies himself with the groups of which he is a 
member. This group consciousness in part takes the form of 
opposition to, and defense against, other groups. One of its 
most important manifestations is in relation to national groups. 
Emphasis upon national traditions and, especially, upon the 
history of warfare among nations, greatly increases this spirit 
of antagonism among the people of different nations. This en- 
courages the adoption of a policy of protection. For with 
every foreigner a potential enemy , at least, it is not difficult to 
secure support for a policy that is phrased in terms of “ pro- 
tecting” fellow citizens against foreigners, especially if the 
disadvantages that accompany such a policy are not clearly 
appreciated. 

The Military Argument. — It is often urged in favor of a pro- 
tective tariff that the industries of a nation are thereby diver- 
sified, and that as a result the nation will be stronger in time 
of war than if a policy of free trade had been followed, particu- 
larly because it will be better able to withstand the severance 

% « & 

of commercial relations that normally accompanies a period of 
war. This argument is valid, but it carries the implication that 
protective tariffs are, like costly armaments. The price of livin g 
in a warring world, and not to be justified on the basis of their 
'"effect upon economic well-being. 

Protection by Means of Bounties. — The government may 
protect an industry against its foreign competitors by giving 
a cash bounty, to the producers of the article in question. This 
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has been done in the United States for short periods of time in 
the case of sugar. So far as protection is concerned the bounty 
is the same as a tariff duty. If sugar producers, for example, 
are given a bounty of two cents per pound for the sugar they 
produce, they are in the same position that they would be in if 
a tariff rate of two cents per pound permitted them to increase 
the price of their sugar by this amount. 

The burden of protection is different, however, in the two 
cases. Under a protective tar iff the cost of furnishing protec- 
tion falls upon the consumers i of the article in question, while 
in case a boun ty is paid the expense of protection is borne by 

the taxpayersiof the nation. The demands of iustice Doint 

‘ # **^* waaiw ^ ^ ° r 

toward the advisability of furnishing protection by bounties 

derived by taxation, rather than by extra costs in the shape of 
higher prices being imposed upon consumers, since the argu- 
ment in justification of protection is that a benefit will be de- 
rived by the nation as a whole. If it were claimed that the 
consumers of a given article benefit by having to buy at a high 
price from home producers rather than at a low price from 
foreign producers, it would seem to be preferable to have the 
cost for protection rest upon the consumers. But since the 
benefit is held to accrue to the nation as a whole, it would see m - 
to be proper to pay for protection in taxes. 

But despite the advisability of using bounties if protection 
is to be given, they are very unpopular and are seldom used. 
The principal reason for this is undoubtedly that in such a case 
it is very evident that the protection that is accorded to the 
favored industry represents a cost to the general public. This 
is not apparent if tariff duties are used. Indeed, as already 
suggested, the arguments in favor of protection imply that 
protection is not only costless but highly beneficial to the general 
public. 

Tariff for Revenue . — Tariff duties may be used to secure 
revenue for governments as well as to protect certain home in- 
dustries against foreign competition. Sometimes governments 
wish to use tariff duties as a means of securing revenue, but do 
not wish to give protection to any home industry. There are 
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at least three ways by which this may be done. First, those 
articles that are imported but that cannot be produced in the 
country may be sTT5Jecte3"to"aTduty. For example, a duty is 
imposed upon tea and coffee that are imported into the United 
States, but this does not give protection to home industry as 
neither tea nor coffee can be produced here. There might, of 
course, be a case of industries that are so closely related to one 
that is subjected to a revenue duty, that they would receive 
protection as a result of the rise in the price of the one article. 
But in general a tariff upon a good that is not produced in a 
given country is considered as being levied solely for purposes of 
revenue. 

A second method of providing revenue through the imposition 
of a tariff, without affording protection, is to levy a tax upon the 
home production of the article in question equal to the, tariff 
duty. This has long been the practice in England. In addition 
to placing duties upon a few goods that cannot be produced 
within the country, the English government has levied duties 
upon such goods as spirituous liquors and has imposed a tax 
equal in amount upon such goods when they are produced within 
the country. This arrangement means, of course, that the 
fact that an importer of such goods has to pay an import duty 
does not give home producers any protection. The tax that 
they have to pay puts them in the same position relative to the 
importer that they would have been in if the tariff had not been 
imposed. 

In the third place the production of a good that is subject to 
an import duty may be prohibited, as is done in England in the 
case of tobacco. The tariff in such a case cannot protect the 
home industry. 

A tariff duty will give both revenue and protection if it is 
levied upon an article that is produced at home, and is not so 
high as to prohibit importation, assuming that there are no 
special provisions made to offset the protective effect of the 
duty such as have just been indicated. Most of the duties in 
the tariff laws of the United States are of that nature. But, of 
course, to the extent that revenue is derived, protection is not 
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obtained. That is, the largest degree of protection results when 
no foreign goods are imported. A _duty high enough to giv e 
such protection — to prevent importation — would of co urse 
not yield any revenue, but usually duties are not suffic iently 
high to exclude entirely foreign merchandise, and are high 
enough to force the price above what it would otherwise be. 
Thus some revenue is secured and some protection is extended. 

To illustrate, assume that the demand for a certain article 
in the United States is such that one million units can be sold 
each year at a price of one dollar. Assume also that foreign 
traders can sell this article in American markets at ninety cents 
per unit, while American producers must receive at least ninety- 
five cents per unit in order to engage in this line of work. If 
under these conditions, a tariff of ten cents per unit is levied, it 
will be necessary for the foreign traders to charge one dollar per 
unit. American producers will thus be able, under the protec- 
tion of this duty, to engage in this kind of industry. If the home 
producers do not supply the entire one million units per year, 
that is, if there is any importation, then, clearly, both revenue 
and protection result. If, for example, seven hundred thousand 
units are produced at home and three hundred thousand im- 
ported, revenue will be secured upon the latter number, while 
the protective effect of the tariff makes possible the production 
of the former number within the country. 

Revenue and Cost to the Consumer. — The above illustration 
shows that whenever protection is secured the revenue which 
is derived by the government is not equal to the extra expense 
that is imposed upon consumers. In the above illustration, as- 
suming that the one million units could have been purchased 
otherwise at ninety cents, the extra cost to the consumers be- 
cause of the tariff is one hundred thousand dollars, but the 
receipts to the government amount to only 'thirty thousand 
dollars. 

It is possible that the foreign producers in the case cited could 
not have supplied the entire one million units at a price of ninety 
cents. To secure this larger volume, it would then have been 
necessary for American buyers to bid the price above this point. 
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In other words, the selling price of one dollar for one million 
units would not then, under this assumption, mean an extra 
cost of ten cents per unit. Just what the situation would be in 
any case could be determined, if at all, only as a result of a very 
careful investigation, but the cost to the consumer is always in 
excess of the revenue derived whenever any protection is af- 
forded. Hence, a s a substitute for taxes, a t ariff that gives pro- 
tection costs the people of a nation more as consumers than it 
saves them gg taxpayers. The extra cost is the price paid for 
protection. If there is no extra cost, there is no protection, and 
the tariff duty is of no avail as a means of protecting home 
industry. 

Tariff Receipts as Government Revenue. — The place of 
tariff receipts in the revenue system of the government will be 
discussed later in connection with the subject of the government 
finances. It is well, however, to note in this place that tariff 
receipts have not proved to be a desirable form of revenue to the 

United States government. Tariff receipts v ary 

year to year, thus when they are relied on as a source of income 
! they tend to lead to alternate periods of surplus and deficit. In 
the earlier years of our national history, the tariff was at times 
the sole source of national income. During this period the fiscal 
officers were occasionally embarrassed by having insufficient 
funds to meet government expenses, and at other times Congress 
indulged in extravagances because of the available surplus. At 
the present time the tariff duties are less prominent in the na- 
tional budget than they have been heretofore. This has come 
not from a change in tariff policy, but because of the enormous 
Increase in government expenses, and the resort to taxes as a 
means of providing the revenue for the expanded budget. This, 
of course, means that the tariff receipts are less unsatisfactory 
as a source of revenue than when they constituted the sole, or 
the major source of the national revenue. 

“Protection” that Does Not Protect. — Quite obviously, to 
make legal provision for the imposition of duties upon certain 
imports does not necessarily give protection to the home pro- 
ducers of such goods. Protection is given only if foreign goods 
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that would otherwise come in are kept out, or are allowed to 
come in only at an increased price. That is, if any article is not 
imported, if home producers supply the market exclusively, then 
a tariff duty could not give protection. Most agricultural prod- 
ucts, for example, could not be produced abroad and sold in 
our markets in competition with our domestic products, if there 
were no tariff duties at all. Hence our home producers of such 
goods cannot be protected by a tariff. But in our present tariff 
law, the Fordney-MeCumber Act of 1920, pork and many other 
articles that foreign producers could not afford to sell in our 
markets are solemnly specified as being subject to a tariff duty 
if imported. 

There has been considerable controversy regarding the effect 
of a tariff on wheat. In the absence of a tariff duty, a consider- 
able quantity of wheat has come into the United States from 
Canada, but under the present tariff restrictions but little wheat 
is imported. This, however, does not prove that the exclusion 
of Canadian wheat permits American farmers to get higher 
prices than if Canadian wheat were imported. In general, the 
situation is as follows: Wheat is sold in a world market. The 
price in Chicago and Minneapolis is closely related to the price 
in Liverpool, where a large quantity of our wheat is sold. A low 
price in Liverpool means a low price in Chicago and a high price 
there will force the price up here. Thus the farmers in the 
United States must meet the competition of Canadi an wheaLso . 
longaswheaFi^^ If Canadian wheat 

is sold in Minneapolis^^ from Canada to Liver- 

pool, and more wheat from our farms is sold abroad. This being 
true, the price in our markets tends to be the same whether 
Canadian wheat is sold in Minneapolis or Liverpool. Our 
farmers cannot escape t he competition of a world market. 

The above analysis is based on the assumption that wheat is 
all of one grade. This is not the case. The Canadian wheat is 
of such a quality that it is very superior as a blend in the manu- 
facture of high grade flour. The wheat of Minnesota and the 
Dakotas is of the same quality as the Canadian wheat. The 
local market is sufficient to take all of the home grown wheat 
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of this grade and some of the Canadian wheat by importation. 
To force up the price of the Canadian wheat in our market by 
the imposition of a tariff duty thus permits the home growers 
of this grade of wheat to receive a higher price than they would 
otherwise be able to get. This is an ordinary case of protection. 
This grade of wheat is, in effect, a commodity that without 
protection must be sold in the home market in competition with 
wheat from abroad. 

Further, of course, if there are district s in_the Northwest in 
which some wheat is grown, but not a sufficient quantity to 
meet the local needs, the tariff on Canadian wheat is to the 
advantage of the wheat growers in those districts. If the Ca- 
nadian wheat can be kept out of such regions, wheat must be 
shipped from the central districts and the local price must be 
sufficient to cover transportation costs from the shipping point. 
Local growers under such conditions will get a price equal to 
the pri ce in the central market, plus the cost of tr ansportation. 
They will be protected by the amount of the transportation 
cost, if they can be protected from the Canadian wheat which 
is just across the border. This, too, is an ordinary case of pro- 
tection against competition in the home market. Whether such 
protection is desirable is, of course, another question. 

The Tariff and Dumping. — The practice of selling goods in 
the home market at a given price and selling goods of the same 
kind at a lower price abroad is known as dumping. Because 
of the large element of fixed expense in its cost of production, a 
firm may easily find it to its advantage to sell part of its product 
at a lower price abroad than it could afford to take for the entire 
output. This point was discussed in the chapters on price. The 
illustration from the experience of Edison is in point here. 
Since his plant was so large that he did not have a market in 
America for all the lamps that he might have produced, he 
found it possible to augment his output by 25 per cent while 
increasing his total cost of production by only 2 per cent. Thus 
it was profitable for him to produce this extra amount, 25 per 
cent of the total, so long as he recovered more than the extra 
cost* 2 per cent of the total. To have set a price so as to have 
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disposed of the entire output in America would have led him 
into bankruptcy. Accordingly, Edison followed the plan of 
maintaining the customary price in America and dumping the 
extra product abroad. He instructed his agents to quote an 
especially low price to foreign dealers, in order that he might 
have a market for this extra supply. 

It is obvious that such a selling program on the part of Edison 
would tend to force European firms into bankruptcy. If these 
especially low prices were to be continued by Edison, his selling 
abroad would be to the advantage of the consuming public 
abroad, even though it caused considerable loss to the firms 
that had been engaged in the manufacture of lamps. But in 
such a case, the danger to the consuming public is that if the 
home pr oducers have been driven out of business, the for eign 
s eller will increase his pri ce. It is this practice among dealers 
that has made the process of dump ing especially objec tionable. 
Tariff laws accordingly often make special provision to guard 
against dumping. Our present law provides that in case a 
foreign product is being sold in the United States at less th an 
its "fair value,” a special duty equal to the difference between 
the foreign price and the price in the American market shall be 
imposed by order of the President. And in case of flagrant con- 
ditions of this kind the President has power to forbid entirely 
the importation of such merchandise. 

Kinds of Tarifjf Duties. — Tariff duties are of two kinds, 
snmne an d ad mlbrem . A specific duty is one that is levied 
according to physical measurement, as so much per pound, or 
per yard. An ad valorem duty, as the term suggests, is one 
that is levied upon merchandise according to its value. Such 
a duty is expressed in terms of percentages. In the case of some 
articles both a specific and an ad valorem duty are imposed. 

The Method of Tariff Legislation. — A tariff bill is a very 
complicated affair. It covers a vast number of articles, many 
of which are subdivided into many different grades. Further, 
many of the articles or groups of articles are so highly technical 
in character that only experts can distinguish among them or 
know the uses to which they are put. Congressmen must for 
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this reason rely largely on experts in forming judgments as to 
the desirable rates of duty. Such experts are usually con- 
nected with industries that desire to be protected. To the ex- 
tent that this is true, duties are not determined by the unbiased 
judgment of disinterested persons but represent the desires of 
particular interests. 

Closely connected with this is the maintenance of expert 
lobbyists at Washington by the groups that desire protection. 
The possible profit which certain industries would realize if 
high tariff duties were levied, or the loss that would follow the 
scaling down of existing duties, prompts the men in those in- 
dustries to engage the shrewdest possible talent to assist them 
in convincing the legislators that given lines of tariff policy are 
desirable. 

The self-interest of the groups desiring protection also appears 
in the activity of the legislators themselves. The representa- 
tives or senators who desire protection for industries in their 
districts or states offer to support other industries in return for 
votes in favor of the duties they desire. Such trading or log- 
rolling is very pronounced in the passage of a tariff bill. As 
Senator Knute Nelson, who was for many years a supporter of 
the protective tariff, said, during the debate on the Payne-Al- 
drich Tariff Act (1909), “a tariff bill is not framed on the basis 
of patriotism. Jt is a question of *you tick le me and I ? ll tickle 
you.’ You vote to protect the things from my state and IT 
vote to pro tectthetEmgTlrom^^r state . ” This leads, of 
course, to the levying of higher duties, and to the inclusion of 
more articles on the tariff list, than would otherwise be the case. 

Tariff History. — The imposition of a tariff duty began very 
soon after the inauguration of our national government. In- 
deed, 

export duties ) and thu s 
‘ when the nation was formed, the use of protective tariff duties 
was not a new departure. There was, however, a marked dif- 
ference in the situation of the national government as compared 
with that in colonial days. The larger national territory gave 
more emphasis to the conflict of interest that is involved in 
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tariff legislation, than did protection in the separate colonies. 
The prominent business men in one section who desired protec- 
tion for their products in the national market found themselves 
opposed by equally powerful business men who were purchasers 
of the product in question. Thus began the long sectional con- 
troversy over the protective tariff question which has not yet 
ended. Indeed, throughout the entire tariff history of the United 
States the dominant note has been the selfish struggle of dif- 
ferent groups against each other. This could not well be other- 
wise if each group is aware of its interest, for, as discussed above, 
protection is necessarily a discrimination in favor of certain 
persons and against other persons within the nation. 

One of the first significant dates in our tariff history is 1792, 
the year in which A lexander Hamilton made his celebrated . 
Report on Manufactures . In this report he argued strongly that 
protection should be adopted to encourage the development of 
manufacturing. His advice was followed and tariff duties were 
imposed. During the War of 1812-1814 and in the period im- 
mediately preceding, the importation of foreign goods ceased 
almost entirely and American manufacture increased rapidly 
under this effective form of protection. At the conclusion of the 
war men who had built up manufacturing industries insisted 
that protection should be provided for them against the foreign 
competition which they anticipated that they would then have 
to face. They were successful in their demands and the policy 
of high protection was inaugurated. 

Another important period in tariff history i s that_oLt ]]q fibril 
War. During this time tariff duties were considerably increased 
so as to provide additional revenue for the conduct of the war. 
And In order that home producers might not profit unduly as a 
result of the consumers thus being burdened with higher prices 
in order that government revenue might be obtained, it was 
provided that tax es equal tcLLheunew duties should be paidJ hy 
the manu facturers in the various lines that were concer ned. The 
taxes, too, of course, were a source of revenue to the government. 
Thus the policy of tariff for revenue without protection was 
followed. 
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It was confidently expected that at the close of the war both 
the special tariff duties and the corresponding taxes would be 
repealed. This, however, was not done. The taxes were re- 
moved, but the interests in question were able to prevail upon 
Congress not to repeal the tariff duties, and they became from 
that time on the standard rates of duties in our tariff system. 
That is, the high tariff provisions which were inaugurated during 
the Civil War have continued until the present time. All during 
this period the manufacturing interests have been dominant in 
our social and political system. They have, speaking broadly, 
controlled public opinion. Our magazines, newspapers, and pol- 
iticians have been largely under their influence. The leaders of 
this group have been men of great force of personality. As com- 
pared with thejn the men of the agricultural group, the group 
most adversely affected by tariff regulations, have been impo- 
tent. Indeed, the farmers as a whole have accents 
elu sions of the manufacturers that the tariff is to the farmer s* 
advantag e. The nation as a whole has thus been strongly favor- 
able to a policy of protection. The question at issue has been 
in regard to the height of the duties rather than as to the desira- 
bility of removing them entirely. 

The tariff question was very prominent in the political cam- 
paigns of the eighties and the early nineties, with alternate 
periods of victory for the high tariff and the low tariff advocates. 
In 1896 the political contest was concerned with the question 
of bimetallism versus monometallism, but following the in- 
auguration of Mc Kinley in March, 1897, Congress was called 
in special session to consider a revision of the tariff duties which 
had been established by the now tariff party in 1894. The 
Dinglev tariff bill was promp tly passed. It raised the tariff 
duties to the highest point that had yet been reached. 

The years following the passage of the Dingley Act were 
marked by a great growth in the scale of business operations and 
by the formation of a large number of trusts or business com- 
binations. The opponents of the trust movement pointed to 
the protective tariff as the factor which was chiefly responsible 
for them. A prominent sugar magnate of this period gave added 
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strength to this contention by saying before a congressional 
committee, “The tariff is the mother of trusts.” The argument 
was that the tariff prevented foreign competition and thus made 
it possible for American producers to form monopolies and ex- 
tort high prices, and also that the tariff made the production 
at home so lucrative that plants had been built so much beyond 
the capacity of the market to absorb their output that cut- 
throat competition had led to the consolidation of the different 
plants. Thus it was contended that the tariff rates should be 
reduced in order to check the growth of monopolistic combina- 
tions. 

In 1908, the Republican s under Taft’s leadership promised 
“tariff revision” if they should win the election. They were 
success^TmTEeir campaign, but the resulting -tariff law, the 
Pavne-Aldrich act of 1909, provided for even higher duties th an 
had prevailed. This was, perhaps, the dominant factor that led 
to the disruption of the Republican party and the election of 
Wilson in 1912. The Underwood tariff was then enacted in 
1913.. It established lower duty on many products and placed 
many articles upon the free list. The Republicans came into 
power again in 1921 and enacted the Fordney-McCumber tariff 
law which provides the highest tariff rates in our history. 

The Tariff Commission. — One comparatively recent feature 
of our tariff policy has been the cre ation of a tariff commission 
charged with the duty of conducting investigations pertaining 
to our tariff policy. One important feature of the work of this 
commission has been the conduct of investigations relative to 
the cost of producing certain goods at home and abroad with a 
view to determining the rate of duty that will afford protection. 
It is expected, of course, that the findings of the commission will 
be used by Congress in the enactment of subsequent tariff legis- 
lation. 

It is well to note that it is very difficult, if not impossible, to 
secure reliable cost data in regard to the production of most ar- 
ticles of commerce. Foreign producers are under no obligation 
to furnish data as to their costs. But even if they would offer 
full cooperation, the task would remain a difficult one. Cost 
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data are not accurately kept and classified by all producers and 
where this is done the methods of cost accounting may differ 
so greatly, especially in plants located in different countries, that 
comparisons are almost useless. But, however limited are the 
data, it is reasonable to believe that they may be of some value 
in the shaping of legislation. 

Some persons have expressed the hope that the tariff com- 
mission might point the way to the construction of a “scientific ” 

■ tariff | aw . Another phrasing for this is that, as a result of the 
work of the commission, the tariff might cease to be a “footbal l 
of politics.” The very nature of a protective tariff, however, 
makes it impossible to remove it from politics. It is a device 
whereby certain groups through legislation gain an economic ad- 
vantage over other groups. This makes the question of protec- 
tion essentially a question of politics. One might as well expect 
that the question of taxation should cease to be a question of 
politics, as that the question of protection could be removed 
from this field. 

The Elastic Provisions of the McCumber-Fordney Act — The 
McCumber-Fordney Act of 1921 contained what came to be 
called e lastic provisions for t ariff duties. The President was 
given power to alter tariff rates on individual articles within 
prescribed limits, either upward or downward, if the findings of 
the tariff commission warranted such changes. The principal 
reason for the inclusion of this provision was that the prices 
which prevailed at that time, especially the prices in certain 
European countries, were not regarded as permanent, and it was 
felt that price changes subsequent to the tariff act might make 
it desirable to alter certain tariff duties. Rather than have such 
alterations wait upon the action of Congress, Congress provided 
that the President might within limits alter the duties which it 
had prescribed. This provision was heralded as a great improve- 
ment in our tariff legislation. 

The practice under this provision has not, however, justified 
the enthusiasm of its sponsors. President Coolidge, who is a 
stanch protectionist, has followed the recommendations of the 
commission when they have called for an increase in tariff duties 
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and has, almost without exception, not followed the recommen- 
dations when they have called for the reduction of a tariff duty. 
If the elastic provisions are retained in our future tariff laws, the 
experience under other presidents may be different, but it seems 
reasonable to conclude that this delegation of legislative power j 
by Congress will contribute but little to an improved , tariff | 
policy. 

Trends in American Foreign Trade Relations. — Certain 
significant changes have come about recently in our foreign trade 
relations that may eventually lead to a change in our long con- 
tinued policy of high protection. First, the character of our 
exports and imports differs greatly as compared with those which 
formerly prevailed. Throughout our history, our leading exports 
have been foodstuffs and raw materials, and our imports have 
been manufactured goods. This led logically to a policy of 
protection. The manufacturers, always an influential group, 
have desired protection. The exporters of foodstuffs and raw 
materials have been largely unorganized and ineffective in re- 
spect to tariff legislation. Further, the desire for such products 
abroad has been such that foreign countries have not retaliated 
against our high tariff policy by levying duties upon such 
goods. 

But within the past few decades the volume of our exports of 
manufactured goods has greatly increased, both absolutely and 
relatively, and the proportion of foodstuffs and raw materials in 
our total exports has declined markedly. Sales abroad of manu- 
factured goods mean, generally, an ability to compete in foreign 
markets. To some extent, these sales may represent “ dump- 
ing/ 7 and not ability to compete in an open market. But as 
such sales are extended they tend to indicate that the manu- 
facturers concerned do not need protection in the home market. 
This is clearly the case in the automobile industry. This condi- 
tion alone would not cause manufacturers to ask for an abandon- 
ment of protection. But tariffs levied bv us tend to prompt 
other nations to retaliate. S uch retaliatory tariffs may prevent 
' an American manufacturer from selling in a country in which he 
has built up a market at considerable expense. Thus in 1920, 
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r epresentatives of automobile manufacturers requested Congress 
to reduce the tariff on automo biles, and gave as one reason, th at 
Teta^^ automobiles were less likely 

if we had low duties. 

Further, manufacturers are keen enough to see that sales 
abroad are conditioned upon purchases from abroad, and for 
this reason they favor a low tariff, or a free trade, policy if they 
are anxious to build up foreign markets. The conclusion thus 
seems to be warranted that the extension of export trade in 
I manufactures will tend to cause us to move toward a low tariff 
| policy. 

The second significant change in our foreign trade relations 
has been indicated in another connection. We have become a 
creditor nation since the beginning of the World War, whereas 
until that time we had always been a debtor nation. A debtor 
nation must pay the interest and the principal charges upon the 
debts which its citizens owe abroad by exporting more than is 
imported. But a c reditor nation must import more th an it 
exports in order to receive pay ment for loans extended. T he 
extensive loans which theu^^ nation, and the govern - 

ment, have made abroad thus point toward a policy which will 
encourage the importation of goods. Such a change in policy 
may not come about for many years, but it can hardly be pre- 
vented if foreign loans continue to be made. 

Foreign Trade and War. — Many persons believe that the 
principal cau se of war is found inJoreign trade . The struggle 
are ..laid It is argued that each 
of the contending national groups hopes to be able to dominate 
the market in question after the war. There is perhaps some 
merit to this argument, but it may easily be pushed too far. 
Commercial rivalry in a foreign locality among small groups of 
persons from different nations may easily promote ill feeling 
among these groups. The reports which such persons make in 
their home countries may deepen the animosity toward foreign- 
ers that seems to be latent in all peoples, and thus increase the 
possibility of war. But it is perhaps only in this indirect way 
that the “struggle for markets” leads to war. 
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On the other han d it is argued that the development of trade 
relations makes the people of the different nations dependent 
on each other and thus makes them reluc tant to go to war,_ 
One aspect of this is the financial interests that come to be in- 
volved as a result of persons 7 loaning money in foreign countries. 
Such relationships make for peace. 

To consider further the factors in international trade rela- 
tions that make for war, many persons see in the problem of 
concessions to mineral or oil lands in the so-called backward 
countries a potent cause^o^ of persons 

from one nation has secured concessions of this sort, and if 
persons from another nation should later wish to have the con- 
cessions transferred to them, they may seek to accomplish this 
through embroiling their home country in a war. One line of 
procedure, in such a case, is to set up a rival claim and get sup- 
port for this claim from a revolutionary group in the local 
country. The next step is to ask the home country to protect 
the property rights of its citizens. Disturbances are then likely 
to occur, and property may be damaged and lives of citizens 
of the home country may be lost. The home flag may be in- 
sulted, too. Such occurrences, which may be deliberately 
fostered by the concessionaries, may be skillfully used in the 
home country in fanning the flames of war. The “ concessionary 
interests 77 often control newspapers, and have the ear of the 
officials in the foreign office of the home government. This 
greatly increases their power to influence national conduct and 
to bring about war, if they believe that war is desirable from 
the point of view of their interests. 

The terminology that is usually employed in such cases tends 
to foster the spirit of war. Instead of speaking of the property 
rights that are involved as belonging to Mr. X, or corporation 
Y, they are spoken of as if they belonged to all of the people of 
the nation. If the concessionary is a German, he talks not in 
terms of his property, but of German property; if an American, 
he emphasizes the desirability of the United States govern- 
ment's protecting its property. Such phrasing gives a very 
unreal picture. It identifies the interest of the concessionary 
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with the interest of his nation, but as will be further emphasized 
presently, there may be but little, or no, relation between gain 
to the concessionary and gain to the people of the home nation. 
If the terminology that correctly describes the situation were 
used, the people of the home country would normally be but 
little concerned about the matter. 

Economic Gain from Conquest. — The unfortunate phrasing 
to which reference has just been made, serves also to becloud 
the issues relative to the effect of conquest on the economic 
welfare of the people of a nation. The Germans — or Germany 
— greatly bv the, co nquest of Alsace-Lorrain e 
mJjiXO. The iron and coal of this region, it is said, made it 
possible for German industries to prosper from 1870 up to the 
time of the World War. The implication is that the iron and 
coal could not have been thus used if the German nation had 
not had possession of this territory. This statement is largely 
invalid. The error comes from thinking of privately owned 
property as if it were owned bv the nation as a who le. 

When the Germans took Alsace-Lorraine the rights of in- 
dividual property owners in this region were not confiscated to 
the German government. The same persons held the rights to 
the iron and coal mines after the German flag was hoisted who 
had held them when the French flag had been over them. The 
products of the mines, after the conquest as before, were pre - 
sumaMy sold to tM Ji khest bidder regardless of his nationality . 
If German manufacturers used the minerals, they did so be- 
cause they could outbid the French and other competitors. 
Presumably the fact of national control made no difference. 
Of course, if before the conquest, the Germans had sought to 
exclude these minerals by the erection of a protective tariff 
barrier, and if after 1870, the French had levied tariffs against 
their import, the fact of national control would have altered 
the situation. But that would have meant that conquest gave 
to the Germans the benefit of free trade which they might have 
had by not imposing a tariff ; and it would have meant that by 
levying the tariff, and not as a direct result of the German 
^conquest, the remainder of France lost the economic advantage 
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that it had enjoyed as a consequence of free trade with Alsace- 
Lorraine. 

This conquest by the Germans did strengthen the nation as 
a nation. It gave more soldiers and more minerals for war. But 
this was a nationalistic — a militaristic — gain, not an economic 
gain to the average citizen of Germany. 

Similarly, the inclusion of the southern provinces of Canada 
in the United States would not result in economic gain to the 
average citizen in what is now the United States, except as such 
inclusion would result in free trade that is now prevented by 
protective tariff barriers. And likewise, the loss from the na- 
tion of any section of the Union would not result in economic 
loss to the inhabitants of the remainder of the country, if free 
trade were continued. 

Slight reservations need to be made to the above argument. 
Trade does follow the flag to some extent. Government officials, 
temporary residents, and travelers, from the home country, 
result in some extension of trade by the producers of export 
goods in the home country. But such gains to the people 
generally tend to be of the order of minor magnitudes. Trade 
does not depend on the absence of political boundaries as is 
clearly shown by the very extensive trade among the peoples 
of the leading nations. The English, German, and French 
people, for example, profit greatly from trade relations with 
each other. They would profit still more if tariff barriers could 
be removed, but this does not need to wait upon conquest. 

The economic relations among the peoples of these three 
political divisions are similar to those that prevail among the 
different sections of the United States. Trade relations are to 
the mutual advantage of the people of the different localities, 
and this is secured without any reference to state lines. 

Gains 

a whole may be further illustrated. .hv refe rence to Porto Rico. 
This island has been controlled by the United States govern- 
ment since it was taken from Spain by conquest in 1898. The 
principal product of the island is sugar, all of which is sent to 
the States. This is usually described by American writers as 
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“out” sugar. By controlling Porto Rico we have a source of 
supply of this important food, we are told. It is true, of course, 
that sugar is essential to our present standard of living, but 
political control over sugar fields is not necessary in order to 
have it. We could get much more sugar from Cuba than we 
do get if we would remove the tariff on sugar. The gain t o 
Americans from con trol over Porto Rico, so far as sugar is con- 
cerned, accrues to individual Am ericans who own sugar plan- 
tations there, and have a tariff advantage over Cuban producers 
in the home market. These sugar plantations are “ours” when 
we think in national terms, but when “we” come to buy this 
sugar it develops that it is owned by private individuals who 
get as much per pound for it as they possibly can. If Porto 
Rico were controlled by some other country, or were inde- 
pendent, and if the sugar produced there were admitted free 
of duty, the situation would be the same as prevails now, unless 
the very unusual step was taken of prohibiting the export of 
sugar to us. 

Still another reservation needs to be made in this connection. 
If conquest results in a more orderly government — in a more 
orderly economic life — the citizens generally in the home 
country may profit thereby, as the total output of the economic 
goods of the world would be increased. The gains from this 
would go, however, to the people of the world generally and 
not to the inhabitants of the conquering country. 


PROBLEMS AND EXERCISES 

33. “Though injurious economically, a protective tariff may be 
justifiable politically if there is sufficient likelihood of war.” 

(a) Give the supporting argument. ( b ) Cite historic illustrations 
in support of this position. 

34. What is a tariff for revenue only? A tariff for protection? What 
general class of goods would bear a duty in the one case? In the other? 

35. “A reduction of $60,000,000 in tariff duties means a reduc- 
tion in the burden upon the people’s consumption of approximately 
$600,000,000.” — Senator Newlands, in The Independent , 73:757. 
Explain. 

36. Argue that it is on the whole better to pay a bounty from the 
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proceeds of taxation to producers whom we wish to encourage than to 
impose a tariff. 

37. Show that a protective tariff is tantamount (similar) to a subsidy 
paid to certain producers from the proceeds of taxation, 

38. (a) “Protective tariffs constitute one of the leading accessory 
causes of war.” (b) “Free trade cannot but make for international 
amity.” Evaluate the above statements and defend briefly your 
evaluation. 

38. Militarists often argue that a policy of tariff protection will 
diversify a nation’s industries and make that nation self-sufficient. 

(a) Is there a single country for which this statement is wholly 
valid? (6) What does this argument presume with regard to any 
given country’s powers of productivity? 

40. Is a newspaper consistent if it favors the payment of the French 
debt to the United States and opposes the removal of the high Ameri- 
can protective duties? Why? 

41. Which of the following would you expect to favor protection? 
To oppose it? Why? 

Wheat farmers; wool raisers; international bankers; dyestuff manu- 
facturers; automobile manufacturers. 

42. (1) Draw up a supply and demand schedule for a kind of alumi- 
num in the United States market under free trade. Assume that one- 
third of the supply is imported. (2) Alter the schedule to show the J 
effect of a 25 per cent ad valorem duty on this product. 

43. “As a nation advances to the industrial stage that makes it an 

exporter of manufactured articles, the manufacture^fend to become 
advocates of free trade.” Why? « 

44. The representatives of the National Automobile Chamber of 
Commerce suggested before the House Ways and Means Committee in 
December, 1920, that the duty on high-priced foreign cars be reduced 
from 45 per cent to 30 per cent. They argued (1) that government 
revenue would be increased; (2) that foreign discrimination against 
American automobiles would be less likely; and (3) that foreign in- 
dustry would be assisted in reviving. Which of these arguments is the 
most significant as showing a tendency for an alteration in our tariff 
policy? Explain. Are the three arguments sound? Explain. 

45. “No wonder the American farmer is nearly bankrupt. Every- 
thing he buys he purchases at an artificial, protected price. The price 
of everything he sells is fixed in the world market.” Is this statement 
true or false? Explain. 

46. “Europe is mortgaged to America,” one publicist has said in 
speaking of the billions of dollars of foreign claims that we have. Is 
it likely that this will have any bearing upon our future tariff policy? 
Why? 
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47. Political scientists who oppose geographical representation, such 
as prevails with us, do so upon the grounds that interests of a 
geographical district vary and that in the federal legislature, the 
legislators with the same economic interests are bound together regard- 
less of the geographical districts they represent. Illustrate this point 
of view from observations on tariff legislation. 

48. “Europe’s economic salvation lies in the breaking down of her 
internal trade barriers.” “The economic progress of the United States 
is due, among other things, to the fact that they comprise the largest 
developed free trade area in the world.” 

(a) What is to be said of the truth of these two statements? (b) Is 
the same principle expressed in each statement? 
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SOCIAL CONTROL AND PUBLIC UTILITIES 
I. Social Control 

Our Economic Society. — As stated in the early portion of 
Volume I of this book, and as emphasized in later chapters, 
our society is based predominantly on the pr inciple of priva te 
property, or individual initiative. But it is not a system with- 
out control. The principle of laissez faire is frequently extolled 
in public discussion, but at no time has laissez faire really pre- 
vailed. Our society has never been one of anarchism. Gov- 
ernment control has always been an important factor in our 
economic life, and this is more true of the society to-day than 
it has been in the past. The marked i ncrease in the degree of 
economic interdependence during the past several decades has 
necessarily meant an increase in the degree of government 
control. 

Not only have we had, and do we have, a large measure 
of government control by the various local, state, and national 
governments over our economic relationships — which is the 
negation of anarchism — but there has also always been a con- 
siderable measure non-government control, Lyuthe variou s 

g roups in our economic society . This control may be said to 
be autonomous, or self-imposed, or voluntary, in contrast to 
the control that is exercised by the political governments. As- 
sociations of business men, monopolies formed by the combina- 
tion of business units, and the organization of laborers into 
trade unions are all illustrative of this second form of control 
over the economic activity of individuals. 

Political control in a democracy such as ours is also self- 
imposed, and voluntary, and our major political units have 
autonomous power, but clearly so far as coal mine operators, 
for example, are concerned, the provision by a state legislature 
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that miners may not work below ground for more than eight 
hours per day is in sharp contrast to a similar provision that 
might be agreed upon voluntarily by the mine operators in 
another state. In the first case the provision is mandatory. 
The other citizens, through the state legislature, impose it upon 
the mine operators. But in the second case the restriction is 
v oluntarily assumed by the mine operator s. Social control 
over the economic conduct of individuals may thus be analyzed 
into two forms: government cont rol and group contro l. 

It is frequently suggested that the forces of our economic life 
are not subject to control. The argument or implication is 
that they are natural, God-given, immutable. It is said, for 
example, that the law of supply and demand cannot be repealed; 
that certain prices are natural prices and only they can prevail; 
that men always respond in a certain way to economic considera- 
tions. This is unsound as has been emphasized above, especially 
in Chapter V. The supply of goods and of labor service can 
be controlled within limits by the sellers thereof. Certain 
prices are thus not inevitable. Further, the responses of men 
are largely the result of their social environment. Hence, a 
human society, and, thus, the economic part of a human society, 
can be made into what its members desire. This does not 
mean, of course, that figs may be grown of thistles nor that 
men may be given immortality, b ut that within the bounds of 
physicaT^ the jod^^an^me^^m^Te^m^e^as 

we will . Predispositions due to the circumstances of life may 
make it impossible at any one time to effect certain arrange- 
ments, but this is not to say that such arrangements could not 
be made if the people desired them. Perhaps every conceivable 
form of social institution has prevailed at some time in some 
society. Certainly, a large number of different methods of 
social organization, including, of course, the organization of 
the economic aspect of life, have been authentically recorded. 
We do seem to be able, collectively, to determine that which 
we will have. Hence, one of the tasks of citizenship is so to 
control the economic forces that our society in this respect will 
become what we would like it to be. 
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The above discussion is in part a repetition of that which has 
appeared earlier. The subject of social control was discussed in 
a general way in Chapter II and, in Chapter V, as just indicated. 
Almost all of the special topics that have been considered have 
either involved, or directly concerned, the question of control. 
The corporation, for example, is a creature of the government, 
and all of its activity is limited by law. The problems of money 
and banking are largely those of the regulations that should be 
imposed upon these devices which men have created to facili- 
tate exchange. Protection versus free trade is essentially the 
question of control versus freedom so far as international trade 
is concerned. In the subject of prices, the question of control or 
lack of it by buyers and sellers is involved. Other illustrations 
could be added, but these are sufficient to indicate that the 
question of control is a dominant one in the consideration of 
many phases of our economic affairs. Hence, the present divi- 
sion of this book does not differ from the preceding portions in 
respect to the problem of social control. This division consists 
merely of a group of subjects that merit discussion, and that 
might logically have been included with the other divisions, but 
in order that other topics might be discussed early in the book, 
the consideration of these subjects was postponed until this 
time. 

II. Political Control in Respect to Monopolies 

Grants of Monopoly by Queen Elizabeth. — The reason for 
the formation of monopolies has already been made clear in the 
chapter dealing with monopoly price, and in the discussion of 
competition in Chapter II. Men desire to have monopolie s in 
Qlde iiqMiminat e or highe r 
prices than would otherwise prevail. During the reign of Eliz- 
abeth, the last of the Tudors, many monopolies were granted 
by the royal power. These included trading monopolies, such 
East India Company, c h artered in 1600, and grants 
to favored individuals of monopolies in the production and 
sale of currants, salt, iron, powder, playing cards, calfskins, 
hides, potash, vinegar, coal, steel, aqua vitae, brushes, bottles, 
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saltpeter, lead, oil, glass, paper, starch, sulphur, and new 
drapery. 1 But there were strong objections to this policy. 
Protests in Parliament led to the revocation of some of these 
grants, and in 1602 an English court, in the case of Darcy v, 
Allen, declared unlawful the grant of a monopoly to manufac- 
ture playing cards. The court held that, “All trades, as well 
mechanical as others, which prevent idleness (the bane of the 
Commonwealth) and exercise men and youth in labor for the 
maintenance of themselves and their families, and for the in- 
crease in their substance to serve the Queen when occasion shall 
require, are profitable for the Commonwealth; and therefore 
the grant to the plaintiff is against the common law and the 
benefit and the liberty of the subject.” 2 

But the royal policy in regard to monopolies continued dur- 
ing the reigns of the sovereigns who succeeded Elizabeth, who 
died in j.603. This practice led Parliament to enact the Statute 
of Monopolies in .1624 which provided: 

v “That all monopolies, and all commissions, grants, licenses, charters, 
letters patent, heretofore made or granted or benefits to be made or 
granted to any person or persons, bodies politic or corporate whatso- 
ever, of or for the sole buying, selling, making or using of anything 
within this realm, or the dominion of Wales, or of any other monopo- 
lies . . . are altogether contrary to the laws of this realm, and so are 
and shall be utterly void and of none effect and in no wise to be put in 
use or execution.” 3 

Certain exceptions were made in this act including the granting 
of patents for new inventions and new processes for a limited 
time, and the monopolies of foreign trade. 

These monopolies which were so vigorously opposed by Eng- 
lishmen in the early seventeenth century were markedly differ- 
ent from the industrial monopolies which give us concern to-day. 
These early monopolies were created by letters patent by the 
Crown. They weresimilar to the patent ngKF^ 
and to a franchise giving to one company the sole right to 
operate street cars, or sell gas, or supply telephone service to 
the residents of a certain community. They were not, as are 

1 H. R. Seager, Principles of Economics, 1923, p. 11. 

2 Seager, ibid., p. 424. 3 Seager, ibid., p. 424. 
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the modern industrial monopolies, created outside the law 
by the individuals who were to profit by them. 

The granting of these early monopolies was an exercise of 
political control by the sovereign to the end that monopolies 
might prevail. The court decisions and the Statute of Monopo- 
lies represent political control, by other branches of the govern- 
ment, to the end that such monopolies might be prohibited. 

The cause for this opposition is eviden t. Men of independent 
spirit desire an open field for talent, as is stated in the court de- 
cision of 1602 quoted above. Further, it is intolerable to vig- 
orous men that they should be imposed upon by having to pay 
exorbitant prices, and that a few should grow rich at the expense 
of the well-being of the many. 

Patents for N ew Inventions. — The opposition to monopolies 
to which reference has been made was tempered, as noted in the 
reference to the statute of 1624, by permitting the grant of a 
monopoly to a person who perfected a new invention or a new 
process. This principle was also recognized by the framers of 
our National Constitution, and Congress was given power to 
grant exclusive rights to authors and inventors. 

The national law in regard to patents for new inventions pro- 
vides that a patent shall give to the inventor the sole right to 
manufacture and sell his i nvention for a period of seventeen 
years. Congress alone has power to extend the life of a patent. 

The American patent law leads to results that are both good 
and bad. Invention is encouraged, and it is to this end that the 
law is primarily designed. Further, without the protection of 
a patent, manufacturers in certain cases, at least, would not be- 
lieve themselves justified in expending the money necessary to 
develop a new process. For if the success of the invention were 
not assured, the money invested might be lost, while if it did 
prove to be successful, competition would perhaps make it 
impossible to -realize large profits. 

On the other hand, the patent law operates to some degree to 
permit the tr ue end of the law from being realiz ed. Its aim is to 
encourage inventions with a view to serving the public good by 
providing new forms of economic equipment or processes. But 
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patents may be taken out and not used. Thus large corpora- 
tions often secure or purchase patents in order to escape the 
c ompetition of the new device, and then leave the process un- 
used. In such cases they oS^usiy believe it more profitable 
to continue Jbo manufacture their old produc t rather than 
to take up the new. In some instances a patent might be pur- 
chased even though the new product was deemed to be inferior to 
the old one, as even the competition of an inferior product is not 
to be desired; but it seems reasonable to believe that such pur- 
chase of a patent with the intention of not using it would usu- 
ally take place only when the new invention was deemed to 
effect an improvement in the article being sold. It is the compe- 
tition of such an article that is feared most heartily. But it is, 
ol U&urs^ social welfare to have such new de vices 

suppressed . 

It has been proposed in regard to this feature of our law that 
provision be made for the revocation of a patent if use is not 
made of it within three or four years of its issuance. This plan 
is followed in certain foreign countries, and is apparently a 
simple remedy for an admitted evil. 

The patent law also leads to unfortunate results in some cases, 
because many persons may have worked upon the project but 
the patent may be secured by the one who did only the work 
necessary to carry to completion the work of the others. It is 
also contended by some that inventive genius does not need the 
stimulus of a patent reward. Perhaps the research departments 
of the large industrial concerns, out of which a large portion of 
our new inventions come, would not be discontinued if the pa- 
tent system were abolished. T he competition of rivals , and the 
zest for new accomplishment might be sufficient to lead to the 
continuance of research in such establishments. But even if 
the hope of a patent monopoly is not necessary in many cases, 
the provision does seem to be on the whole advisable. The de- 
sire for riches is a strong spur to activity, and if monopoly pa- 
tents were not issued it is reasonable to believe that much less 
activity wo u l d be devoted to research upon new projects than is 
now the case. 
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Inventions have, obviously, been of great significance in our 
economic life, and especially so, during the past seventy years. 
Indeed, all of the modern methods of production that make it 
possible to fittingly characterize this as the age of science, or the 
a gg of machinery . Many of the in- 
ventions of the past fifty years have yielded large fortunes to the 
inventors. Among these may be mentioned the Bell telephone, 
the Bessemer process of steel manufacture, the McKay sewing 
machine for the manufacture of shoes, the Mergenthaler 
linotype, and the Edison electric lamp. Also, of course, these 
inventions have contributed largely to the common economic 
life. 

Some of the patents gave the patentees an opportunity by 
means of “tying” contracts to force th e purchasers of the 
patented article to buy accessories fromthe patentees, and 
hence augment their monopoly profits. Thus the Shoe Machin- 
ery Trust controlled the patents on shoemaking machinery 
and refused to lease its machines (it never sold them) unless the 
manufacturer would purchase from it the accessories which it 
produced. This method was also followed by the A. B. Dick 
Company which sold its mimeographing machine with the 
license restriction that it might be used only with the stencil 
paper, ink, and other supplies made by the A. B. Dick Company. 
The United States Supreme Court, in 1912, upheld this practice 
as not being contrary to the patent laws. 1 Shortly following 
this decision, Congress inserted a provision in the Clayton 
Act of 1914 prohibiting the use of patents to secure “tying 
contracts.” 

The effect of patents in regard to monopoly profits is well put 
by Professor Seager in the following statement: 

“Important as patents undoubtedly are as sources of monopoly 
income, it would be easy to exaggerate the extent to which they lead 
to the suppression of competition. A large number of them are for 
the protection of rival processes and serve to stimulate rather than to 
diminish competition among those employing the different methods. 
Only when a patented pr ocess is distinctly superior to all other known 


i Dick v. Henry 224 U. S. 1 (1912). 
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processes for effecting the same result does it give rise to an exclusive 
monopoly, and even such monopoly is subject, of course, to the limi- 
tations which have already been discussed.” 1 

The limitations to which Seager refers are the limitations on 
monopoly price such as were noted in Chapter XXIII above. 

The copyright law is similar to the patent law. It provides 
for the granting of “the exclusive right to multiply for sale, 
copies of works of literature or art.” The right runs first for 
twenty-eight years with the privilege of renewal by the author 
or his direct heirs for an additional period of fourteen years. 

The Post Office. — The^ jpusin ess of carr ying the m ails is a 
monopoly of the Natio nal Governm ent. It ishardly conceivable 
that any progressive people would leave this work to the con- 
duct of private enterprise, certainly not to several competing 
companies. The convenience and importance of a single unified 
system make monopolization imperative. Further, the con- 
tribution to the general social welfare — the educational and 
political gain — which results from a cheap system of mail de- 
livery makes it desirable that this work should not be conducted 
for profit. Indeed, the postal receipts in this country are often 
insufficient to pay the cost involved and the deficit must be 
made up from the National Treasury. The simplicity of the 
work involved makes this function one that can be efficiently 
performed by the political government, even if we assume, as 
is usually done, that a business that is highly technical in its 
operations can be better performed under private enterprise 
than by a government agency. 

Municipal Monopolies. — Reference has been made in earlier 
chapters to the desirability of monopolization in the case of 
many economic services that are vital to the welfare of the in- 
habitants of a modern city. Neither water, gas, electricity, 
telephone service, nor street railway transportation can well be 
furnished by competing companies. It is almost imperative 
that each be furnished by a monopoly. Indeed, if an attempt is 
made to foster competition, as during the early history of street 
railways, consolidation of the competing companies is almost 


1 Seager, ibid 429. 
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certain to take place. The one that gets an advantage over the 
other can drive it into bankruptcy through the operation of the 
principle of decreasing cost as the fixed plant is used more and 
more to capacity. It the larger street car company should carry 
passengers that formerly patronized the smaller one, this would 
involve but little extra cost to it, and hence a net gain, but this 
would be a very serious loss to the smaller company as its ex- 
penses would not decrease appreciably as it lost the traffic in 
question. Thus the larger company could afford to cut rates 
in order to get more business, and this would tend to ruin the 
other company. Hence, as such warfare gets under way, the 
smaller company must sell out to the larger company or, 
finally, lose out entirely. 

Telephone service is, clearly, inherently monopolistic so far as 
efficient service to the people of a city is concerned. The need- 
less duplication that would be involved in having rival water, 
gas, and electric companies, and the fact that the unit of most 
economical size for these services is not less than that needed 
to serve most cities, means that monopolization is far more eco- 
nomical than would be the providing of these services by com- 
peting companies. The desirable limitation upon the use of the 
streets also makes monopoly desirable in these cases. 

The fact of monopolization, as was stated in the chapter on 
monopoly price, makes it imperative that the rates (the prices) 
for these services be determined by public authority. There is, 
in fact, only one alternative to regulation, if prices are to be 
reasonable, and that is government ownership and operation. 

T his need for regulation has led to the use of the form 'public 

uti lities to designate such companies, and, similarly, this nee d 
for regulation has led the courts to hold that such lines of 
business are .“affected with a public interest. ” But, as was said 
in the chapter to which reference has just been made, the utili- 
ties furnished by such companies are no more vital to the pub- 
lic than are the utilities furnished by grocery stores or coal 
companies, neither are they any more “affected with a public 
interest” than is a milk distributing company. The simple 
fact is that since competition does not prevail, regulation is 
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necessary in order to assure good service at reasonable prices. 
It is out of this fact that they have come to be called public 
utilities; it is because of this that the courts hold that they are 
affected with a public interest and then gravely conclude that, 
hence, they are subject to regulation. 

When regulation is decreed by the lawmaking body (national 
or state) and upheld by the courts, what had formerly been a 
private property right is thereby curtailed or abolished. In 
other words, property is confiscated. Property rights are 
perhaps more strongly protected against confiscation in the 
United States than in any other country . 1 This comes from 
the fact of our dual government and, as part of this, our written 
national Constitution and the system of judicial interpretation 
thereof. "No state,” according to the fourteenth amendment 
to the national Constitution, "shall take life, liberty, or prop- 
erty without due process of law,” nor, according to the fifth 
amendment, may Congress do this. Hence any law, state or 
national, that provides for regulation may be called in question 
as being in violation of the national Constitution. The final 
decision in such a matter rests with the United States Supreme 
Court. 

But in England, for example, Parliament is supreme as a law- 
making body. Its laws may not be called in question by any 
court. But in this country, as indicated, the courts are supreme 
as they may declare legislative acts unconstitutional and there- 
fore void. This fact gives property rights in this country a 
security against confiscation which they do not have elsewhere. 
Provision for the review of legislative acts by any group of men 
would give some protection against the legislature (or Congress), 
because of the normal differences of opinion among men. But 
a review by the courts gives an extra amount of protection 
since judges are normally very conservative. 

A decision in our courts on a question of the regulation of 
private property under either of these two amendments to the 
national Constitution, turns on the point as to whether the 

1 Compare article by A. T. Hadley, "The Constitutional Position of 
Property in America,” in The Independent , April 16, 1908, vol. 64, p. 834. 
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regulation was made by “due process of law.” And this means 
whether the judges believe the regulation to be “reasonable.” 
If they so believe, they hold that due process is not violated and 
thus the regulation will be allowed to stand. Hence, although 
our judges are the final arbiters in such matters, and although 
judges are usually conservative, it is possible to extend the regu- 
latory power. In general, the social need is the final determi- 
nant of political laws. Changing aspects of life generate new 
attitudes and lead to the development of new institutional 
methods of control. In other words, institutions are adjuste d 
so that they will serve new social needs. This is done slowly in 
this country, but it is done. 

One of the outstanding legal cases involving this point is 
Munn v. Illinois, which was decided in 1876. 1 The Illinois legis- 
lature had passed a law regulating the rates and practices of 
grain elevator companies. The companies whose practices — 
whose property rights — were thereby curtailed contended that 
the legislature had taken their property without due process of 
law. The Supreme Court of the United States held, however, 
that the regulations in question were reasonable and hence that 
the due process clause of the national Constitution had not been 
violated. Thus judicial sanction was given to the principle of 
regulation. But even if this and other cases had been decided 
otherwise, it is practically inconceivable that such an attitude of 
the courts could have long been maintained. The regulation of 
rates in such cases was becoming so vital to social welfare during 
the late seventies and the eighties as a result of the growing de- 
pendence on certain monopolies, that no provision of the Con- 
stitution, and no group of judges could have long prevented it. 

The importance of the problem of regulating these public 
utilities is further attested to by the tremendous figures at 
which their economic value is reckoned. In 1919 the total cap- 
italization of the electric railway, light, and power systems, gas 
companies and wire communications (telephone and telegraph) 
stood at 17 billion dollars. Railroads, another public utility, 
were valued at 20 billion dollars. 2 In contrast with these, the 
1 94 U. S, 113. * For more recent data see Chapter LVI. 
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foundry and rolling mills of the country were valued at 3§ 
billion dollars and textile mills at 3 billion. 

The Basis of Rate Regulation. — The basis of regulation is 
often said to be “a fair return on a fair valua tion. 77 This is 
axiomatic. No one could, or would, object to it. But so soon as 
one attempts to define what is meant by a “fair” or a “reason- 
able” rate, or a “fair” or a “reasonable” valuation on the 
property concerned, differences of opinion are likely to arise. 

Perhaps the best general working principle in this connection 
is that these companies must be permitted to earn at least a 
sufficient sum, or rate, so as to insure efficient service for the 
immediate present and future. This is the minimum below 
which rates should not be allowed to fall. But just how high 
rates need to be placed in order to secure this end is a difficult 
question. Another phrasing of this problem is: at what rate 
of return and under what conditions will an adequate amount of 
capital and an adequate supply of efficient management and 
labor be forthcoming for the utility in question? 

Not only should such a rate be the minimum, it should also 
be the maximum. The people should not have to pay more than 
is necessary in order to secure the service in question. The re- 
ceipt of cost plus a reasonable profit is normally sufficient to 
encourage production in any fine of endeavor and thus may be 
considered sufficient in this field. Or in other words, if a reason- 
able rate of return is earned on the investment — on the cost — 
this is normally sufficient to secure goods and services in any line 
of endeavor, and hence is adequate in the field of public utilities. 

This idea of investment needs to be limited. It is not neces- 
sary that reasonable returns be permitted on the actual invest- 
ment, but rather that reasonable returns should be permitted 
on what the i nvestment would have been if it had been made 
Iprudently ^ Such returns will assure an ample flow of money 
funds into the public utility field. In contrast with this it may 
be argued that the cost of production, even if it were not made 
prudently, should be used as a base upon which to compute 
reasonable returns; or that the cost of reproducing — of pur- 
chasing to-day — the equipment and land that are involved 
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should be the base; or that the cost of reproduction less de- 
preciation charges should be used. The last named of these 
bases is generally considered to be tantamount to present value. 
The difference between this and prudent investment may be 
very marked. 

Consider in this connection the questions that arise when there 
is a marked change in the price level. If an investment is made, 
prudently, and if subsequent to this the price level rises, should 
the rates be limited so as to permit only a reasonable return 
on the investment? Or if the price level should fall subsequently 
to the investment, what base should be used? What of the inter- 
ests of present security holders who have purchased at high 
prices? Again, if a public utility is not being managed efficiently 
should this be taken into consideration in determining a fair 
rate? And what of an appreciation in the value of land owned 
by the public utility? Should it be allowed to earn at a higher 
rate on its original investment merely because its land has ap- 
preciated in value? Or, on the other hand, should an appreci- 
ation in land value be considered as earnings and thus be used 
to justify a reduction in the rates charged by a public utility? 

All of these question s can be an^w.e xnd.by. .holding to the base 
of prudent investme nt. That is, the fact of changing price 
levels need not alter the base. In either case, investors may be 
allowed returns upon their investment, if it was made pru- 
dently, regardless of later changes in the level of prices. This 
would seem to be fair. Further, it seems proper to proceed on 
the assumption that a public utility must be managed efficiently, 
and that rates may be set only high enough to yield reasonable 
returns under good management. Then, too, in regard to the 
appreciation of land value, much can be said for holding to the 
base of original prudent investment. It may be argued that 
the usual owner of land profits from an increase in its value, and 
that not to permit a public utility to do so — not to permit it to 
raise the base on which reasonable return is to be computed — 
amounts to an unfair discrimination against it. But a public 
utility is in a class apart from other owners. If its land falls in 
value, it would desire to continue to use the original purchase 
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price as the base — and the principle of prudent investment 
would call for such a procedure, if the purchase had been made 
prudently. But an ordinary owner could not do this. A fall 
in the value of land would mean to the usual owner a loss in 
income. Furthermore, the land purchased by a public utility 
and used by it is, in most cases, permanently dedicated to such 
use. What may be the course of the prices of adjacent land or 
of that land, may properly be held to be of no concern to the 
public utility. Since its land is not for sale, its price — other 
than the original prudent investment — may be left out of con- 
sideration. 

Actu al cost of production, if made prudently, rather than t he 
cost o f reproduction, appears to afford the proper base for ra te 
maSngT Reasonable earnings on such a base would seem to be 
sufficient to attract the necessary capital. Certainly, investors 
are concerned with returns on the amount that they invest, and 
not with returns on the later value — the reproduction cost — 
of the equipment that will be purchased with the money that 
they furnish. In short, returns on the cost of reproduction, 
rather than on the actual cost of production, in the very nature 
of the case cannot affect the supply of forthcoming funds. 
Further, if a plant is built at government expense, the amount 
Actually expended is the significant item in later computing the 
cost of the property and not the then cost of producing (re- 
producing) it. Reproduction cost does not then appear to be 
acceptable as a base for rate making. In addition, it is an ex- 
tremely difficult and expensive task to ascertain reproduction 
cost. But the records of the companies, if they have been kept, 
should reveal their actual costs, and can be checked for cases 
of imprudent expenditure. 

The above analysis runs in terms of the minimum charge that 
will secure good service in the public utility field. The analysis 
that is usually followed by the United States Supreme Court is 
altogether different from this. It runs in terms of property 
rights. Reasonable rates must be permitted on present — 
“spot” — value, according to the court, in order that there may 
be no taking of property without due process of law. If the 
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price level has doubled since the land and equipment were 
purchased, the present prices must be accepted for rate making. 
The conclusion of th e court in the Indianapolis Water Company 
clgETagHdeg u^ on this point. It said, 

“By far the greater part of the compan y's land and plant was 
acquired and constructed long before the war. The present 
value of the land is much greaterthan its cost; and the present 
cost of construction of those parts of the plant is much more 
than their reasonable original cost. In fact, prices and values 
have so changed that the amount paid for the land in the earlier 
years of the enterprise and the cost of the plant elements con- 
structed prior to the great rise in prices due to the war does not 
constitute any real indication of their value at the present 
time.” 1 

The court, however, was not unanimous in this decision . 
JusticT"^rajn^is dissented. Similarly in the Southwestern 
Telephone Company case, 2 decided in 1923, the majority of the 
court held that the then value of the property must be used as 
a base in setting rates, despite the fact that the value of the 
property greatly exceeded the cost that was incurred in making 
it available for the use of the public. Justice Brandeis dissented 
and cogently argued in favor of the us e ojf prudent investment. 
He says, “The thing devoted by the invesl^^^^^^^^^® 
is not specific property, tangible and intangible, but capital 
embarked in the enterprise.” It is thus the money investment, 
according to Brandeis, that the Constitution protects, and not 
specific items of property that may have risen greatly in value 
since they were purchased. “So long as the specific items of 
property are employed by the utility, their exchange value is 
not of legal significance.” 

This analysis by Brandeis is sharply different from that of 
the majority of the Court. His argument proceeds from the 
idea of function, while that of the majority does not. The 

1 John W. McCardle et al v. Indianapolis Water Co., 47 Sup. Ct. Rep. 
144 (1926). 

2 State of Missouri ex rel. Southwestern Bell Telephone Co. v. Public 
Service Commission of Missouri et al., 43 Sup. Ct. Rep. 544 (1923). 
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majority in the cases cited, are not concerned with the question 
as to the method of valuation that will secure public utility 
service at the least cost to the public. Their point of view is 
that of the conservation of the property rights of private owners. 
But this point of view does not necessarily lead to the conclusion 
that “soot” value rather than “prudent investment ” shal l be 
used as a basis for rate making. If the rule of prudent invest- 
ment were adopted and followed consistently, the property 
rights of the owners would remain at this figure, and later courts 
in protecting the property rights of owners of public utilities 
would need to protect only such sums. 

The Supreme Court, however, does not always follow the 
rule of “spot” value — reproduction cost less depreciation. It 
attempts to determine the value in any one case according to the 
‘ ‘ relevant items ” in that particular case. Further, the personnel 
of the Court changes from time to time. This makes it still more 
difficult to predict the outcome in any case. Hence, a public 
utility commission in reaching decisions as to rates cannot be 
concerned merely with the question of the maximum rate nec- 
essary to attract capital, but it must try to fix a rate that ac- 
cording to the guess of the commissioners will be approved by 
five of the nine judges of the Supreme Court. 

Careful students of this question have suggested that the 
states should enact legislation providing that the public utility 
commission should place a more or less arbitrary valuation on 
the present property and then carefully record all additional 
investments, such totals from time to time to be the basis for 
rate making. 1 But, of course, the courts might declare such 
laws unconstitutional, although they would perhaps not object 
to a provision that all new investments should permanently be 
reckoned at the prudent cost at the time that they were 
made. 

It has also been suggested that the position might be taken 
by the commissions that, unless the companies would agree by 
contract to the actual cost basis, both for investments already 
made and to be made, they be refused all privileges, such as 
1 J. Bauer, Effective Regulation of Public ’Utilities , 1925, p. 55. 
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permission to new companies to enter the public utility field 
and permission to all companies to amend their charters or 
extend the scope of their operations . 1 There would seem to be 
no basis on which the courts could declare such contracts void. 

The Capitalization of Income. — It is sometimes suggested 
t hat the propertvLiL alu^^ for rate making p ur- 

poses should be determined by capitalizing it s income. The 
method of capitalizing income, it will be recalled, is used to find 
the value of land and of bonds, for example. The method is, 
further, of universal applicability if future income is known or 
if it may be assumed to be a certain amount. But, clearly, if 
we are attempting to ascertain if public utility rates are equi- 
table by determining the value of the property used, we become 
involved in a vicious circle if we assume these rates to be just 
and use the income that flows from them to find the value of the 
property on which rates should be based. If the rates are in 
question the income that they yield must be left out of the com- 
putation. 

A variant of the proposal to determine value by capitalizing 
income, is that the market value of the outstanding securities 
of the public utility corporation should be accepted as the value 
of the property for rate making purpose. This is fundamentally 
the same as the capitalization of income, because the value of 
the securities is determined by the income. Thus for the reasons 
already noted, this method is indefensible. 

The Rate Structure. — I Lthe principle of cost is acce nted as 
the proper base for the determination of rates, interesting ques- 
tions then arise in the case of certain utilities as to the adjust- 
ment of rates to the various users so that they will all pay their 
proper share of the cost. One method of rate making is to 
charge all users the same amount regardless of the quantity 
used. This is called a flat rate. This is probably the oldest 
method. But, obviously, such a plan does not differentiate 
among users. It results in a division of costs equally among all. 
A refinement over this metho d is the straight line meter rate. 

1 P. P. Wells, in the National Municipal Review , Oct., 1926, cited in the 
New RepubliCj Jan. 5, 1927, p. 182. 
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This involves the use of a meter as in the case of water, gas, and 
electricity, and the charge of a flat rate per unit used. This leads 
to a more equitable division of cost among the consumers than 
does the non-meter plan, but it is still a rather crude method. 
Suppose that one customer uses a very small amount of elec- 
tricity per month, and another ten times that much. Since the 
cost of supplying and installing the wires and the meter is the 
same in the two cases the cost to the company will not be ten 
times as great in the second case as in the first one. Merely 
getting ready to serve a customer involves a cost which may 
not be paid for under a straight line meter rate. To remedy this 
situation, what is called a service charge is sometimes provided. 
This is at times designated as rental charged for the use of a 
meter, or in the case of telephones, a charge for installation, and 
perhaps, also, rental for the instrument. 1 

Another scheme in relation to this feature is to vary the rate 
with the amount used . Thus a high rate may be charged for a 
small number of units per month, and a lesser rate for successive 
quantities. Another illustration of this problem is found in the 
demand of a large office building for a large amount of electric 
current for its elevators during certain periods of the day. To 
be able to care for this peak load, the electric company must 
install special equipment, and further the heavy installation 
required means that the loss of energy is greater than it would 
otherwise be during the remainder of the day. Hence, if the 
company can charge only the usual meter rates for the extra 
peak load current, the customer will not be paying the cost in- 
volved in furnishing this service. 2 

A further refinement in the apportionment of cost among 
different customers is made by varying the rate according to 
whether the demand is made at the peak load period per day or 
a^omd l,, 6Hie r time. Electric power companies, for example, 
until veriTrecently’' have been drawn upon most heavily for 

1 Compare article by C. O. Ruggles, “The Significance of Minimum and 
Service Charges in Rate-making for Public Utilities/’ Journal of Political 
Economy , Yol. XXXII, Feb., 1924, pp. 56-67. 

2 Ruggles, ibid. 
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power during the early evening. Thus their facilities had to 
be adequate for this period. Hence the cost to them of furnish- 
ing current during the day was considered to be less than dur- 
ing the night, since it was then that the major demand came. 
Ac cordingly, rates for day use fended to be less than those fo r 
night use. Or, more practically, lower rates were given to 
manufacturers whose principal demand came during the day, 
than were given to householders whose demand was principally 
at night. Further, such a differentiation in rate was to the 
advantage of the householder, because it encouraged the day- 
time use of electricity, and by leading to a fuller utilization of 
the power plant reduced the cost — and thus the rates — for 
the night service. 

This distribution of load between day and night and the 
difference in rates still prevails in many places. But the in- 
creased use of electricity for power as contrasted with light is 
rapidly altering the situation. Power is coming to be the major 
source of the demand for electricity. The higher rates to house- 
holders may be continued, but if so this will be based on the 
principle of what the traffic will bear. Many observers insist 
that lower rates to householders would greatly increase their 
use of electricity and thus prove to be profitable to the power 
companies. The practice in some places is to provide two in- 
stallations for houses and charge a lower rate for power than is 
c harged for ligh t . 

Public Utility Accounts. — Many questions pertaining to the 
cost of furnishing service to a public utility are omitted from 
the above discussion because of the limitation on the size of this 
book. These include questions of depreciation of equipment, the 
building of new equipment beyond present needs, losses during 
bad years, abnormal profits during good years, risks of loss, as 
in the natural gas business, and the effect of fluctuations in the 
rate of interest. But the analysis given and the citation of these 
topics are sufficient to merit the conclusion that public utilities 
should keep their accounts according to specifications by govern- 
ment authorities. Such industries cannot be considered private 
and secret. Their books must not only be open for inspection, 
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but should be kept so as to reveal the data that are pertinent 
to the problem of rate regulation. 

Types of Regulation. — The first attempts at regulation were 
mad e-jiirectlv bv state legislat ures through the specification of 
rates. This was soon found to be a very inefficient method, and 
administrative commissions were provided to perform the work 
of regulation. In many states this takes the form of a public 
utilities commission which has very extensive power in this par- 
ticular over the various public utilities. 

Ob viously, regulation bv a commissionis far better than regu- 
lation by a legislature. The commission becomes a permanent 
or a somewhat permanent body of men devoting themselves to 
this particular task. Not only does such a body tend to become 
expert at such work, as compared with a legislature, but there 
is, furthermore, a degree of flexibility in control — a power to 
adjust methods to needs — that could not prevail if the details 
of regulation were definitely prescribed by statute. 

But whether the legislature attempts to do this work directly 
or provides that it be done by~& co mmission r thmi?^ i±s^havfi 
final power in mnv case that is contested. Thus if a public 
utility feels that a rate established by the government agency is 
unreasonably low, it may appeal to the courts on the ground that 
the rate is so low that its property is confiscated. The decision 
of the Supreme Court is binding. 

Franchises. — The various public utility companies operate 
upder franchises that are granted usually by the municipalities 
concerned. Some of the early franchises granted in this country 
were without time limit o r for ninety-nine years or more . The 
indefensibility of this practice was soon apparent and a limit 
of t wenty-five or some other period of years was specified. It is 
advisable that the franchise period be long enough to warrant 
the company in providing equipment that will give efficient 
service, or what amounts to the same thing, a sufficient period 
to permit the company to borrow at reasonable rates of interest 
the money that it requires for efficient service. But the franchise 
period should not be so long that a marked change in conditions 
might bind the municipality for a long period to terms that were 
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less advantageous than could later be made. Further, fran- 
chises should be drawn in general rather than in detailed terms. 
That is, instead of attempting to settle details as to rates and 
service this should be left to the determination of the public 
utilities commission from time to time. 

The question as to the desirability of government ownership 
of public utilities will be discussed in a later chapter. The pres- 
ent discussion has been entirely in terms of private owner ship . 
But, clearly, private ownership with strict government regula- 
tion, such as prevails to-day, is far from private ownership as we 
find it in most lines of enterprise. Regulation cuts into the 
“ privateness ” of pri vate property. , It is a step in the direction 
of government ownership, even if that stage should never be 
reached. 


PROBLEMS AND EXERCISES 

49. Sketch the principal outlines of a society in which there would 
be no need for social control. 

50. Illustrate the two forms of social control by reference to a 
college or university. 

51. Should the following be furnished to the residents of a city by 
a company having a monopoly, or by competing companies: water, 
ice, gas, electricity, milk, bread, telephone service, street railway trans- 
portation, taxicab service? Give reasons for conclusion in each case. 

52. “If a patentee does not make use of his patent it should be re- 
voked.” Do you agree? Discuss fully. 

53. Explain the meaning of the term public utility . 

54. The cost of the J. K. Street Car system to date has been 
$1,800,000. It is claimed on good authority that the total outlay need 
not have been more than $1,500,000. It would cost $3,000,000 to 
replace it with new equipment, and $2,000,000 with equipment of the 
state of depreciation as at present. What would you suggest as a 
reasonable amount for this company to be allowed to earn each year? 
Why? 

55. Assume that an electric power plant is constructed and that no 
repairs will need be made for ten years, but that between the tenth 
and the twentieth years the plant will need to be practically rebuilt. 
Should the rates for the first five years be enough to permit something 
to be saved for replacement of plant later? Discuss. 

56. The XY company uses electric power from 1 : 00 a.m. to 6 : 00 
a.m. Its rate is much less than the rate paid by housewife Jones 
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or by the Anderson office building. Can this difference be justified? 
Explain. 

57. “The franchises granted by these cities are the best possible for 
the gas companies.” — A dealer in gas company bonds. 

(a) Name some of the probable stipulations in these franchises. 
Suggest some probable omissions. 

(b) How should you wish the franchises changed if you were a citizen 
of one of these cities? If you were a citizen, but at the same time a 
subscriber to the stock of the gas corporation? 

58. Consult a copy of the United States Constitution and get the 
exact wording of the fifth and the fourteenth amendments. 
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CHAPTER XXXYII 


CONTROL OVER RAILWAYS 

The railroad is so important in the economic life of the nation 
that it will be treated in a chapter apart from the other public 
utilities. The significance of the cheap and efficient transpor- 
tation of the railroads in our common economic life has been 
referred to in many places in the preceding pages. Especial em- 
phasis was given to this point in the discussion of specialization 
and trade. In that place a quotation was given from Adam 
Smith that contrasted for his time the marked cheapness of 
water transportation with that by land. But about fifty years 
after the publication of Smith’s book, the steam railway came 
into being. The first steam railroad in the United States was 
the Baltimore and Ohio, the first rail of which was laid in 1828. 
The date 1830 marks the beginning of the first successful steam 
railroad in England, but there were railroads there in the seven- 
teenth century. By the middle of the eighteenth century the 
railroad with steam as power, of course, was a very important 
factor in our national life, and it has continued to increase in 
importance up to the present time. 

Not only has the railroad been of great significance in our 
economic life in making possible the extensive specialization that 
prevails throughout the nation, but it has also been of tremen- 
dous significance in the social and political aspects of our life. 
To the railroad more than to any other one agency is due the fact 
tKaCwe are one political nation in an area of 3 , 000,066 square 
miles and one cultural unit of more than 1 18^ 000 people. 

Without the railroad, the commerce and the communication 
necessary to make the inhabitants of this region one people 
would have been lacking. The divergent rather than the com- 
mon interests of the different regions and the different groups 
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would have gained the ascendancy, if the railway had not been 
developed. 

This is to say that if the railway development had come a 
century or two later, or if the settlement of this continent by 
the English and Europeans had taken place a century or two 
earlier, what is now the United States would undoubtedly be 
broken up into a number of separate and independent nations 
of divergent languages, as is true of the continent of Europe, 
and, incidentally, as in Europe, each of these nations would be 
trying through protective tariff duties to restrict the commerce 
of the others, and would be succeeding not only in doing this 
but in restricting its own commerce as well. Indeed, the ex- 
tension of railway service over the Rocky Mountains to the 
Western coast in the seventies (the first transcontinental line was 
completed in 1869) appears to have been in the nick of time 
to prevent the Pacific Coast region from becoming politically 
independent of the remainder of the country. 

The automobile has become an important means of transpor- 
tation during the past decade, and service by aeroplane is being 
developed rapidly. Each of these lines of development throws 
into relief the general problem of the relation of transportation 
to the common economic life of the people of the nation. But 
despite the growing importance of these means of transportation 
and the continued importance of inland waterways, including 
the Great Lakes, the railway is still of outstanding importance 
in our system of transportation. 

The Railway Industry To-day. — In 1920 the railroads of the 
United States comprised a system of over 250,000 miles of road, 
much of which is double track. This is equal in extent to ten 
roads around the world, and to seventy-eight between New York 
and San Francisco, The railways employ about 2,000,00. per- 
sons, which is abput^5„ ; .per,cent of the total number of persons 
that are gainfully employed. Further, the equipment used in 
the railway industry is so extensive as compared with most other 
lines of industry that the relative importance of the industry 
is greater than is indicated by the portion of workers that are 
engaged therein. The capitalization of the railroads in 1920 was 
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$20,098,000,000, of which amount $11,255,000,000 was funded 
debt and $8,843,000,000 was capital stock. This is approxi- 
mately ten times the capital stock and surplus of all of our na- 
tional banks, and only slightly less than the value of all of the 
manufacturing plants in the nation. 1 

In 1923, the railroads carried 456,237,000,000 net ton-miles 
of freight, which was equivalent to the movement of 4,545 
pounds of goods 5 miles every day in the year for every man, 
woman, and child in the country. Also, during that year, the 
railroads furnished 37,957,000,000 miles of passenger transporta- 
tion, or the equivalent of a trip of 345 miles for every one of the 
110,000,000 persons comprising the population of the country. 

The Railway Problem. — The railway problem may be divided 
into two parts. First,, „thereJ^ ( ,.idie ,, prqblem of Jh§„ jpcfinical 
improvement and technical efficiency of the industry. Con- 
siderations relative to engines, cars, roadbed, tracks, safety 
devices, and general operation come within this group of prob- 
lems. Second, there is the problem of the proper adjustment of 
railway operation to the general economic life of the nation. 
The first of these series of problems is primarily within the field 
of engineering. With it the economist has but little concern, 
except that he is interested in having such arrangements made 
that technical efficiency will be encouraged and developed. It 
is the second division that the economist is especially interested 
in. This division includes such problems as the rates to be 
charged and the treatment that is to be accorded the different 
shippers. 

Social Control. — The consideration of the railway industry 
raises again the question of social control. Government regula- 
tion of the railroads has been proved to be as imperative as the 
regulation of the municipal monopolies discussed in the preced- 
ing chapter. The history of railways in the United States shows 
a co ntinuous development i n the ..direction of^closepn^ger 
supervision by government authorities 

railroads. In the beginning, as was most natural, reliance was 
placed upon the forces of competition to secure to the public 
1 Eliot Jones, Principles of Railway Transportation, 1924, p. 4. 
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transportation service on fair and equitable terms, just as this 
force was, and is, relied upon to secure to the public food and 
clothing of proper quality and price. But it was soon apparent 
that the general interest was not being well served by this 
method. Accordingly, the various states began to regulate the 
railroads within their borders. This movement began about 
1870. Finally in 1887, the National Congress enacted a law 
which prescribed several detailed rules that were to bejobeyed 
by the railroads and established the Interstate Commerce Com- 
mission, which was to look to the enforcement of these rules. The 
rules then provided have from time to time been found to be 
inadequate, and have been extended. The latest law — the 
Esch-Cummins Act, or the Transportation Act of 1920 — made 
very significant additions to the regulatory laws already en- 
acted. These additions will be noted later. 

Why Has Regulation Been Desirable? — To ask the question: 
why has it been desirable that special regulations gover nin g the 
railroads should be provided by the state and national govern- 
ments? is to ask why competition did not, or could not, secure 
as satisfactory results in this field of economic endeavor as in 
most fields of business enterprise. The answer is found very 
largely in the word discrimination . That is, the nature of the 
railway industry is such that it is practically inevitable that the 
different roads, if left to themselves under private management, 
will .discriminate among the various persons who wish to pur- 
chase transportation services. Further, transportation by rail 
is so significant in the present day economic life that discrimina- 
tion has very important and unfortunate effects on the general 
social welfare. In addition to the feature of discr im ination, 
there is also the aspect which makes the regulation of municipal 
monopolies necessary, namely, in order that the private owners 
vyill not profit unduly at the expense of the public. That is, 
regulation is called for in order to prevent ratesfrom being 
unreasonably high. But, to repeat, in the case of the railways, 
the discrimination among shippers, which almost inevitably 
arises if roads are owned privately, is the principal reason for 
regulation. 
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The Effect of Railway Discrimination. — In most lines of eco- 
nomic endeavor, the effect of discriminating in favor of certain 
persons and thus against other persons is of but little, if any, 
social consequence. If a merchant should sell goods to some of 
his customers at a very low price, or should give them goods 
without charge, this need not concern the other customers. 
Such discrimination by wholesale dealers or by firms that sell 
rare materials might be undesirable socially as it would tend 
toward monopoly by giving a few of the purchasing firms an 
advantage over the others. But it is not at all probable that 
such sales would have such serious results as flow from railway 
discrimination, and further, such discrimination in the sale of 
goods is not nearly so likely to take place as is discrimination by 
the railroads in the sale of their services. 

Almost every line of enterprise is dependent on railway serv- 
ice. Without the outlet of markets in which to buy and sell, 
which the railroad affords, most enterprises would be not merely 
limited in their activity but unable to exist. If the owners of 
certain coal mines cannot get cars in which to ship their coal, 
they are effectively prevented from operating their mines, and 
other mine operators are able to reap profits that would other- 
wise be denied them. If certain manufacturers should be 
charged unduly low rates for transportation, this might make it 
possible for them to drive their competitors out of business and 
thus establish a monopoly. 

One striking, but by no means exceptional, illustration of 
discrimination of this sort is found in the contract between the 
Standard Oil Company and the Cincinnati and Marietta Rail- 
road. According to the terms of this agreement the railroad 
was to carry Standard Oil from Macksburg, Ohio, to Marietta, 
Ohio, for 10 cents per barrel and was to charge all other oil 
companies 35 cents per barrel. Furthermore, the railroad was 
to pay to tlie Standard 6il Company 25 cents out of the 35 
cents collected from the independent companies for each barrel 
of oil that they shipped. Such a contract, and the Standard is 
reputed to have had many similar, though less favorable ones, 
so tipped the scales of competition against the independent oil 
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companies and in favor of the Standard that the success of the 
latter at the expense of the independent companies could not 
have been prevented. Such discriminatory practices were es- 
pecially prevalent during the seventies, eighties and nineties. 
They were declared illegal by the law of 1887, but as late as 1898 
the Interstate Commerce Commission said, “ There is probably 
no one thing today which does so much to force out the small 
operator and to build up those monopolies against which law 
and public opinion alike beat in vain, as discrimination in rail- 
road rates. 57 1 

Further, if one commodity is transported by the roads at a 
relatively high price and another at a low price, this may have 
serious consequences to some of the parties concerned. Thus 
the freight rate on flour was at one period so high relatively to 
the rate on wheat that millers in Minnesota were placed at a 
great disadvantage with the eastern millers in the eastern 
markets and abroad. It was charged that these rates were 
deliberately adjusted in this way in order to favor the flour 
manufacturers in the East. Whether or not this was true, 
there is clearly no escape from the conclusion that the rates 
were to the serious disadvantage of the western millers, and 
that, in general, the relative rates on raw material and finished 
goods may amount to a serious discrimination in favor of the 
producers in one section of the country. 

Why Railroads Discriminate Among Shippers. — How can we 
account for the fact that railroads discriminate among shippers? 
Why shouldn’t they treat all of their patrons the same? There 
are two answers to these questions. In the first place, a rail- 
road involves a large fixed investment. The roadbed, track, 
switching yards, stations, repair shops, and rolling stock are so 
expensive that so long as they are not fully used, additional 
service may be furnished at but little additional cost. The 
principle involved is that which is applicable to any piece of 
industrial equipment, namely, so long as it is not used to capacity 
additional output can be procured at a decreasing cost per unit. 

1 Quoted in Patterson and Scholz, Economic Problems of Modern Life, 
1927j*p. 197. 
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Rut this is especially significant in the case of railroads. Their 
plants are unduly expensive, as was indicated by the reference 
above to the value of the roads, and almost from the beginning 
of our railway history, our roads have, until recently, been 
greatly overbuilt. During the five years from 1867 to 1873, 
33,000 miles of roadway were constructed, and from 1880 to 
1890, the total mileage of the country was almost doubled, in- 
creasing from 93,000 miles to 163,000 miles. The growth in 
population and business was not at all sufficient to warrant these 
great extensions. The country was “railroad mad.” Huge 
fortunes were made in building roads and selling securities to 
the general public. This was an important incentive in the 
building of roads. The promoters expected to sell the roads and 
not the services from the roads. Rut at any rate, the roads were 
overbuilt during the three decades following 1870, and this 
meant that most of them could increase their profits (could re- 
duce their losses) b y secr etly cutting rates to large shippers. 

This goes back again to the fact that railways are very expen- 
sive and that, in most cases, they are not being used to capacity. 
It is estimated that, in the usual case, two-thirds of the expense 
of a railroad is constant regardless of the volume of traffic, and 
that, ! %ven of the operating expense alone, one-half is constant. 1 
Under such a condition, to consider the estimate in regard to 
operating expenses, if the traffic increased by 10 per cent, the 
cost of operating the road would increase by only 50 per cent 
of 10 per cent, or 5 per cent, since 50 per cent of the operating 
expenses are not dependent on variations in the volume of 
traffic. Hence, the road could afford to carry 10 per cent more 
traffic for something above 5 per cent more in revenue. An 
addition of 7 per cent to revenues would thus reward such a 
road handsomely for carrying 10 per cent more freight. In other 
words, it could well afford to carry the additional 10 per cent of 
freight in question at but 70 per cent of the rates charged for 
the other freight, as such rates would increase revenues by 7 
per cent if the traffic increased by 10 per cent. 

The above analysis is often given as if it were universally 
1 Eliot Jones, op. ait p. 78. 
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characteristic of the railway industry. The railroad, we are told 
over and over again, is subject to decreasing cost. But it must 
be emphasized again, this is true only in so far as a road is not 
yet used to capacity. Such a condition may prevail generally 
as in our early period of railway construction, or in the case of 
most roads it may be found after any major increase in equip- 
ment. Thus if a road has grown to the capacity of one track and 
then builds another one it will normally be in a condition of 
decreasing cost for additional units of service. But before mak- 
ing this addition to its plant, it may have been in a condition 
in which additional freight could not have been carried profit- 
ably even at abnormally high rates. Thus the assumption of 
decreasing cost is not universally valid for railways, but it is 
sufficiently prevalent to warrant the statement that discrimi- 
nation in the case of most railroads may usually be profitable, 
if this will secure an additional volume of traffic. 

In addition to thus practicing discrimination in order to in- 
crease its operating revenue, a road may discriminate among 
shippers because those who control the interests and policy of 
the railroad ma^ also have interests outside of the railroad busi- 
ness which they wish to serve' by means br the Tbad. Thus if 
railway officials own large blocks of land in a certain sectibn, or 
near a certain city, they may grant especially low rates both for 
freight and passenger service to and from this place. Or, if 
railway officials own mines, or timber, or other raw materials, 
especially low rates may be made on shipments from the locali- 
ties where their holdings are found. 

Kinds of Discrimination. — The discrimination practiced by 
the railroads is commonly classified into three groups as fol- 
lows: discrimination among persons, among commodities, and 
among localities. The illustrations given above represent each 
of "these groups. This classification is significant, but it is 
slightly unfortunate in that it carries the suggestion that only 
one of these kinds of discrimination is among persons. Any 
discrimination to be significant must affect persons. “Discrim- 
ination among commodities” is really, of course, discrimination 
among persons on the basis of goods which they ship, and “ dis- 
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crimination among places” is, similarly, discrimination among 
persons on the basis of the places from which goods are shipped. 

Each of these three kinds of discrimination has unquestion- 
ably been practiced without any social justification for doing 
so. And together they have been largely responsible for the 
railway legislation which began in 1870 and has continued to 
the present day. But it must be noted that the question of 
discrimination among commodities is a very intricate one. 
Rates cannot be the same upon all goods. The charge per bar- 
rel or per ton cannot properly be the same for hay, wheat, steel, 
limestone, silk, and jewelry. When are the relative rates dis- 
criminatory, that is, unfair? Just what shall the relative rates 
be on the different articles transported? Some of the phases 
of this question will be noted presently. The point to be made 
here is that what may appear to be discrimination may be 
justifiable differences in rates for different commodities. 

Similarly, rate differences among localities may be justifiable. 
Indeed, it may be to the advantage of the shippers at the places 
to and from which the high rates are charged. This question 
will be discussed later under the heading — “ The Long and 
Short Haul Controversy.” 

The Level of Rates. — Not only does the matter of discrimi- 
nation make it imperative that railway operation be regulated 
by law, but entirely apart from discrimination, the public in- 
terest may need protection against extortionate charges. This 
phase of the problem is exactly similar to the problem involved 
In the rates of municipal public utilities. Telephone companies, 
for example, are perhaps never guilty of discrimination, but they 
may easily demand more than a fair return for the service which 
they render. The need for the regulation of railroads on this 
score rests, obviously, on the fact that there may not be com- 
petitive control to prevent rates from being exorbitant. 

Competition among roads, or between a road and a waterway, 
may act as an effective check on rates. But there are necessarily 
points on every road that do not have competitive transporta- 
tion fines, and further, since competition, if it is effective, tends 
to breed discrimination, regulation would be necessary under 
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competitive conditions. Thus, whether there be monopoly or 
competition in the railway industry, regulation is necessary if 
the public welfare is to be promoted. 

There is another important angle to this matter, as noted in 
the preceding chapter. That is, rates must be high enough to 
permit the road to give adequate service. Public regulation may 
easily be carried to the point that returns are not sufficient to 
encourage the railway development and improvement that is 
called for in the public interest. 

Relative Rates, — As indicated above, the problem of relative 
rates is a difficult one. There are two basic principles in the de- 
termination of the rates to be charged for different goods. First, 
the transportation of different kinds of freight is subject to the 
principle of joint cost, and, second, as already noted, until the 
plant is fully utilized, the business is subject to decreasing cost 
per added service rendered. Both of these considerations take 
their significance from the fact of large fixed equipment in the 
railway industry. 

It is this that makes the joint cost element important. For 
if the direct (special) expense for each shipment were relatively 
large, then the fixed expense, which is the large part of the joint 
expense for all of the services rendered, would be relatively small, 
and so of less account. And, to repeat, it is the large fixed ex- 
pense which makes the cost per unit of service furnished decrease 
so markedly as the plant is more fully utilized. 

The principle of charging the same rate per pound for all 
articles might be followed, with an additional charge for light 
bulky freight such as bird cages. This is the general rule in the 
case of transportation by pack mule or wagon, but the practice 
of the railways is to charge more for expensive articles than for 
cheap ones. The rate per pound is much higher for finished 
steel, for example, than for limestone. 

This principle of rate making is thoroughly sound, not be- 
cause it is intrinsically “just” that the persons who ship the 
more expensive goods should pay higher freight rates therefor, 
as is often said to be the case, but because this method of rate 
making leads to a more complete utilization of the road than 
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would the rate method followed by teamsters. 1 It is to the 
advantage of the general public that the expensive equip- 
ment of the road should be fully utilized. Further , it is to the 
advantage of all shippers that this be done in order that the 
road may pay expenses and continue to transport freight. Or, 
to alter the phrasing, it is to the advantage of any shipper that 
sufficiently low rates be charged for goods shipped by other 
persons so that they can afford to ship them, provided the rates 
be high enough to yield the road a net gain above the special ex- 
pense that it would have to incur to ship the goods in question. 

Suppose that a branch line road is principally engaged in 
shipping machinery from a manufacturing center, X , and 
charges $4 per hundredweight to carry it to 7. Suppose that 
it could transport cars of limestone from X to Y along with 
cars loaded with machinery, at an additional cost of $5 per car. 
If a cement plant at Y will purchase the limestone at $10 per 
car, and if the producer will deliver it to the cars at $3 per car, 
the road can then get this business if it will charge not more than 
$7 per car for transporting the stone. This will net the road $2 
per car. This rate on limestone will, if a car carries 20 tons, be 
only $1.75 cents per hundred pounds, while the rate on machinery 
is $4 per hundred. But instead of the shippers of machinery 
objecting to this low rate on limestone, they can afford to en- 
courage the railroad in this practice. For, the limestone busi- 
ness may develop to such proportions that the earnings of the 
road will be so augmented that it can earn reasonable returns 
by charging only $3.50 for transporting machinery to 7. Such 
a reduction we may assume would be ordered by the rate regu- 
lating body. Thus the specially low rate on limestone would 
be to the advantage of the shippers of machinery, and would 
contribute to the general social welfare. 

This is the principle that has already been developed in ear- 
lier chapters. The more completely equipment can be utilized 
the lower will be the cost per unit of output. It is this that 
makes it justifiable to vary the freight rates on different articles 

1 Compare Taussig, Principles of Economics , 3rd ed,, 1921, Vol, II, 
p. 398. 
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according to what the traffic will bear,” providing the rate on 
any one class of goods is more than sufficient to pay the special 
costs required to transport such goods, and providing the rates 
are not so high as to yield unreasonably high profits to the rail- 
road. The proper principle for rate making is thus a combina- 
tion of the two principles: (1) charge according to cost, and 
(2) charge what the traffic will bear. The charge for individual 
classes of goods should be according to what shippers will pay 
to transport them, but the total rates must not be so high as to 
yield undue profit to the railroad on the cost involved. Finally, 
the rates on any one shipment must at least slightly exceed the 
extra cost which it imposes on the railroad. 

A Fair Return. As has already been suggested both in this 
chapter and in the preceding one, rates must not only be fair to 
shippers, chey must also be fair to investors. That is, rates must 
be high enough to permit the roads to earn sufficient income, if 
that is possible, to keep the roads in efficient repair and to at- 
tract to this field of investment additional money funds as they 
are needed. Such a level of rates is, clearly, to the long time 
interest of shippers. But, to repeat, rates should not be ap- 
preciably higher than this. The public should not be called upon 
to build up monopoly profits for the railroads. 

There are three aspects to this question: First, what rate of 
return on the value of railroad property is fair? Second, how 
sh £2iil he the pro^ert^ And, third, 

ra ^ es yield the “fair” return on the computed 
value? • * 1 «****,„ 

In regard to the first of these, the Interstate Commerce Com- 
mission is at present proceeding on the theory that 5f per cent 
is a fair return. The second point is being answered at the pres- 
ent time by a physical valuation of the roads upon which the 
Interstate Commerce Commission has been working since 1913. 

It is generally assumed that the figures at which it arrives for 
the various roads, together with such actual additional invest- 
ments as shall later be added, will be accepted as the base for 
rate making. The analysis involved here is the same as that 
developed in the discussion of a similar point in the preceding 
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chapter. In regard to the third point, it may not be possible 
for rates to be so adjusted that certain roads can earn 
a fair return. Further, rates in any case tend to be somewhat 
experimental when they are first set. They may either en- 
courage or discourage the movement of goods. Hence, frequent 
revisions may be necessary. 

The Long and Short Haul. — The determination of rates for 
long and short hauls has been the subject of much controversy. 
In 1886 a rate of $3.25 per bale of cotton was charged for ship- 
ment from Winona, Mississippi, to New Orleans, a distance of 
275 miles, whereas the rate from Memphis to New Orleans, a 
distance of 450 miles, was only $1. In 1900, the rate on sugar 
from San Francisco to Denver was 75 cents per hundred pounds, 
but to Omaha, hundreds of miles further east, it was only 50 
cents. In 1905, the rate on window-shade cloth from New York 
to San Francisco was $1 per hundred pounds, while from 
New York to Salt Lake City it was S2.30. 1 

The reason for such local discrimination is found, of course, 
in the nature of the railway industry, when the plant is not being 
fully utilized. To secure freight for shipment at competitive 
points, any one railroad can afford to reduce its rates to a figure 
that is only slightly above the extra cost involved in carrying 
the shipment. If such freight could not be secured otherwise, 
the low rate may be to the advantage of shippers at non-com- 
petitive points who have to pay higher rates, since otherwise a 
larger portion of fixed expenses of the road would fall on such 
shippers. But these considerations do not remove the fact that 
the shippers at non-competitive points are thereby placed at a 
disadvantage with the other shippers who receive low rates. 
Clearly, if the competition is merely between two railroads, it 
would appear to be socially desirable to prevent their competing 
for freight at rates below those charged at non-competitive 
points. And if the competition is between a road and a water- 
way, it would appear to be desirable to control the water rates 
so as to prevent the competition that may be disastrous to 
shippers at non-competitive points. 

1 Jones, op. at, p. 106. 
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In 1887, Congress made it illegal for a road to charge more for 
a short haul than for a long haul, under substantially similar 
circumstances and conditions, when the one was included in the 
other, but the Interstate Commerce Commission was given au- 
thority to make exceptions to this rule. This has been, and is 
still, done when a railroad has to meet water competition, be- 
cause the Interstate Commerce Commission has no authority 
over water transportation. But this relief from “the long and 
short haul clause” is not given because of the existence of rail- 
way competition. 

Pools and Rate Agreements. — The competitive pressure 
upon our overbuilt railways in the early period was so destruc- 
tive of income as a result of rate cuttings, that the roads sought 
to eliminate it. One device was a pooling agreement. The roads 
entering into suchTan agreement promised to pool their receipts 
and then divide them without regard to the amount of freight 
handled. But as this was in violation of the competitive ideal 
for the railroads which was then highly cherished by the Ameri- 
can public, this practice was prohibited under the law of 1887. 

The roads then attempted to accomplish the same end by 
working agreements as to rates to be charged. That is, groups 
of roads agreed as to the rates that they would charge. Another 
similar attempt was made under the guise of traffic associations. 
It appears now that this was clearly in the social interest, but, 
this too was in conflict with the principle of competition which 
we were still trying to apply to the railway industry. Hence, 
such agreements were [a d.Qcl^red illegal as in yiolation^of the 
Sherman Anti-Trust Law of 1890. It is interesting to observe 
that the formation of pools and the making of rate agreements 
were attempts at social control over the economic conduct of 
individuals by voluntary, autonomous, action on the part of 
these individuals. Railway managers were attempting mu- 
tually to control each other. But although we have finally 
given up the idea that rate competition among the roads is 
desirable, we have sought to eliminate it and control the rates 
by government authority rather than trusting the railroads to 
do this. 
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The History of Railway Regulation, — In its early stages rail- 
way regulation came solely from the various states. It arose 
largely from the failure of railway officials properly to serve the 
interests of the country, although this was augmented by the 
period of business depression that followed the panic of 18 73, 
The complaints against the roads took two forms: one, that the 
charges of the roads were extortionate, and the other that they 
discriminated among shippers. The ensuing legislation is usually 
known as the Granger legislation, because the National Grange, 
a farmers’ organization in the north-central section, was the 
prime factor in the movement. 

The lead in the enactment of effective legislation was taken 
by the state of Illinois. The j aw passed in,1869 was ineffective, 
but in 1871 ,a, series of important laws were enacted. These 
established maximum rates for passengers, forbade extortionate 
and discriminatory freight rates, and established a railroad and 
warehouse commission. These laws were declared unconstitu- 
tional by the Supreme Court of Illinois in 1873, but shortly 
thereafter (in 1873) a new law was passed that was eventually 
sustained in the courts. 

In the words of a leading authority: 

“ The Illinois legislation is important, as it constituted the basis for 
subsequent railway legislation, not only in Illinois, but in numerous 
other states that were influenced from time to time by the example of 
Illinois. The guiding principle of the legislation was the establishment 
of a mandatory commission, that is, a commission with power to reg- 
ulate rather than merely to supervise and advise; and it became clear 
as the result of the experience of the next half century that the crea- 
tion of these commissions represented one of the most constructive 
contributions that has yet been made to the solution of the railway 
problem.” 1 

Other states followed the lead of Illinois. These included 
Minnesota, Iowa, and Wisconsin. And in all of them fierce legal 
battles ensued as to the constitutionality of the laws. 

The position taken by the roads was that their industry could 
not be regulated — that the business was private — that private 
property rights might not be abridged — and that to interfere 
1 Jones, op. cit.f p. 190. 
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with the conduct of the roads was to take property without 
due process of law, in violation of the Fourteenth Amendment 
to the federal Constitution. 

The question was finally settled by the decision of the United 
States Supreme Court in the so-called Granger cases in 1876. 
The leading case in this group is Munn v. Illinois. 1 This case, 
as noted in the preceding chapter, involved the right of the 
state of Illinois to pass a law establishing maximum rates for 
the storage of grain in elevators. The Court held that grain 
elevators were “ affected with a public interest” and thus sub- 
ject to regulation. Property becomes clothed with a public 
interest, said the Court, “when used in a manner to make it of 
public consequence, and affect the community at large.” If 
grain elevators might be regulated in the public interest, there 
could be no question as to the power of the states to regulate 
railroads and thus that question was considered settled. 

Along with the question of the power to regulate went the 
question as to the limits upon such power. The railroads con- 
tended that if the states had power to fix rates they were limited 
in its exercise to a point that would give the roads an adequate 
or a reasonable return. They further contended that the ques- 
tion as to what rates were reasonable was a subject for judicial 
determination rather than one that was to be left to the legis- 
lature or to a state railway commission. The United States 
Supreme Court refused to accept this analysis and said in Munn 
v. Illinois: 

“In countries where the common law prevails, it has been customary 
from time immemorial for the legislature to declare what shall be a 
reasonable compensation under such circumstances ... we know that 
this is a power which may be abused; but that is no argument against 
its existence. For protection against abuses by legislatures the people 
must resort to the polls, not to the courts.” 

Ten years later, however (1886), the Supreme Court gave 
up this principle of judicial self-denial and said, “The power to 
regulate is not the power to destroy,” and that it must not be 
inferred that “the power of limitation or regulation is itself 

i 94 U. S. 113. 



CONTROL OYER RAILWAYS 


137 


without limit.” 1 While the question of the right of judicial re- 
view was not before the court in this case, these remarks fore- 
shadowed the opinion which was to be expressed a few years 
later. 

In the Minnesota rate case, 2 in 1890, the position was taken 
that “the element of reasonableness both as regards the com- 
pany and as regards the public, is eminently a question for 
judicial investigation, requiring due process of law, for its de- 
termination. ” Thus the doctrine laid down fourteen years 
earlier in Munn v. Illinois was reversed, and legislatures and 
commissions were denied the final word as to the rates that 
railroads might charge. This was an unfortunate position for 
the Court to take. It meant, and has continued to mean, that 
in all cases of public utility regulation the commission must 
keep an eye on the Court. Further, as noted in the preceding 
chapter, the Court has not followed any one formula con- 
sistently. Commissions are thus always uncertain of the 
ground. 

The Conflict of State and National Legislative Power. — 
Congress has power under the federal Constitution to regulate 
interstate commerce, that is commerce among the states. To 
quote from Jones: 

“It follows that the states have power to regulate commerce not 
among the states, that is, intrastate commerce, unless indeed interstate 
and intrastate commerce are so mingled together that the supreme 
authority, the Nation, cannot exercise effective control over interstate 
commerce without incidental regulation of intrastate commerce. The 
courts have frequently been called upon to determine the dividing 
line between interstate and intrastate commerce; and have not always 
located it at the same place. The early decisions of the courts inter- 
preted the power of the states broadly; the states were permitted to 
regulate even interstate commerce until Congress saw fit to exert its 
superior authority. Recent decisions, however, have broadened the 
scope of federal authority ; the federal government has been permitted 
to regulate even intrastate commerce when necessary to the effective 
regulation of interstate commerce.” 3 

1 Stone v. Farmers* Loan & Trust Co., 116 IT. S. 307. 

2 C. M. St. P. Ry. Co. v. Minn., 134 U. S. 418. 

3 Jones, op. cit. } p. 199. 
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The National Legislation of 1887. — The Act to Regulate 
Commerce in 1887 was the first comprehensive statute enacted 
by Congress for the purpose of regulating interstate railroads. 
Agitation for federal legislation had been carried on for several 
years prior to this time. The complaints were largely that rates 
were too high and that the roads practiced discrimination. A 
Senate committee reporting in 1886 said: “ The paramount evil 
chargeable against the operation of the transportation system 
of the United States as now conducted is unjust discrimination 
between persons, places, commodities, or particular descriptions 
of traffic.” 

In addition to the evil of discrimination, 

“railroad pools honeycombed the country in the middle eighties, and 
the public distrusted them from a fear that they would be used to raise 
and maintain rates. Speculation, manipulation, fraud, and corrup- 
tion were very common, especially during the eighties when the rail- 
road net was being developed by leaps and bounds. Stockwatering 
was customary, and resort to it contributed greatly to the popular 
hostility against the railroads. And, finally, the arrogance of the rail- 
road managers was bitterly resented by the people. The general atti- 
tude of the railway executives was that the railway business was a 
private one which they would run to please themselves; and many 
held the view, which a few were bold and foolish enough to express, 
that ‘the public be damned.’ ” 1 

It was inevitable that the national power would be exercised 
in this matter. The roads traversed in many cases a large num- 
ber of states and the state legislation was divergent and con- 
flicting. To secure effective regulation, it was necessary that the 
national government should assume leadership in this matter. 

There were twenty-four sections in the act of 1887. Among 
other things, discrimination was declared to be unlawful, pool- 
ing was forbidden, the public posting of rates was provided for, 
and provision was made for the Interstate Commerce Commis- 
sion, This was to be a body of five men who were to devote 
themselves exclusively to the supervisory and administrative 
work provided for by the other sections of the act. 


1 Jones, op. cit. } p. 213. 
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But the Supreme Court very soon began a series of decisions 
that greatly crippled the work of the Commission, proving again, 
if proof were needed, the strong position which property rights 
occupy in this country. The new legislation that was made 
imperative by these adverse decisions of the Court was long de- 
layed, seemingly because of the effective control that the railway 
interests exercised over the United States Senate. Finally, the 
Hepburn bill was passed in 1906 and this gave to the Commis- 
sion sufficient power that it again became effective. The 
Mann-Elkins act of 1910 gave a further extension of power to 
the Commission. 

During the war, the government took over the railroads and 
operated them for a period of over two years. Preparatory to 
the return of the roads to private management, the Esch- 
Cummins Act — the Transportation Act of 1920 — was enacted. 
This law represents the abandonment of the principle of com- 
petition in the railway industry. This principle died hard, but 
the march of events finally overcame it. New occasions not 
only teach new duties, but compel their performance. This 
act definitely regards the roads as public servants and subjects 
them to extensive regulation by the Interstate Commerce 
Commission. The setting of rates, the extension of new lines, 
the abandonment of old ones, the use of the equipment of one 
road by another are all subject to regulation by the Commission. 
Further, the roads are requested to form consolidations, and 
lastly, rates must be adjusted, if possible, to permit a fair re- 
turn, but one-half of any excess above 6 per cent on the value 
of their property must be turned over to the government and 
shall be used in the Interest of the transportation system of the 
country. 

PROBLEMS AND EXERCISES 

59. What two principles of cost are fundamental to transportation 
rates? Explain. 

60. Enumerate the principal costs which a railroad has to meet. 
How are these various items of cost affected by, say, a 12 per cent in- 
crease in traffic? How would dividends be affected by such an increase 
in traffic if rates remained as before? Is it possible that dividends can 
•be increased by charging a special low rate for this additional traffic? 
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61. Transportation charges for many articles have been what the 
traffic will bear. Is this justifiable? 

62. What is the minimum charge that a road must make for any 
one shipment? Explain. 

63. Decreasing cost of operation has been more characteristic of 
American than of European railroads. How do you account for this? 

64. Cite and exemplify three different kinds of discrimination. 
(a) Is discrimination ever to be justified? Discuss. ( b ) Is discrimina- 
tion prior to 1900 to be attributed to the then overbuilt condition of 
American railroads? 

65. If empty cars are being taken from the East to Minneapolis to 
be filled with flour, at what rates may the railroads profitably offer to 
haul freight in them to Minneapolis? May there be social disadvan- 
tages in allowing the railroads to carry freight at these low rates? 
That is, should the national law permit such practice? Discuss. 

66. Show that if a railroad runs from A to C through B, it might 
be to the interest of the shippers at B, if the railroad were allowed to 
carry freight from A to C at a less rate per ton than is charged for carry- 
ing freight Irom B to C. Give a practical illustration of this problem 
by substituting the names of cities in the United States for the letters. 

67. In the early days of the railroads in the United States a definite 
effort was made to encourage competition among roads. 

(а) By what arguments would this position have been defended? 

(б) Show why competition failed to function as anticipated. 

(c) Sketch the history of the abandonment of the policy of compe- 
tition among railroads. 

68. Is there a tendency for the regulatory power of the various 
states over the railroads to be increased, or for that of the national 
government to be increased? Account for the tendency. 

69. Rate wars characterized much of the early history of the Ameri- 
can railroads. Account for this in terms of constant and variable costs. 

70. Does railroad business tend to be monopolistic in the long run? 
Explain. Is a monopoly condition better from the standpoint of social 
welfare than a competitive condition? Discuss. 
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INDUSTRIAL MONOPOLY AND ITS CONTROL 

The problem of social control, by legislation, of monopoly in 
the general field of business has, along with the problem of the 
control of municipal monopolies and railways, long concerned 
the American people. Here, too, the central problem is similar 
to that which is found in the field of public utilities (including 
railways) ; namely, the securing of fair prices to consumers. If 
prices are unduly high, consumers not only suffer directly, but 
sellers reap large profits which lead to big fortunes that are 
commonly regarded as being socially disadvantageous. Fur- 
ther, the monopolization that permits high prices also closes 
the door of opportunity in the field affected to persons who 
would otherwise enter it. 

Monopolization in the field of municipal public utilities has 
been accepted as inevitable and desirable, and in the railway 
field rate competition has been given up in favor of public 
regulation, although roads still compete on the basis of service. 
But the idea that competition in these fields would best serve 
the public welfare was given up very reluctantly. Is the at- 
titude toward monopolization in the general field of business 
to undergo a similar change? Will monopoly be accepted and 
the prices of products be regulated by government commissions 
in the case of, say, steel, sugar, oil, meat, or farm machinery? 

Whether or not monopolization is to come about in particular 
industries there is no question that in many lines of enterprise 
extremely large units have come to be the rule. Further, in 
certain fields a single large firm may be of outstanding impor- 
tance. But the large firm may not possess a monopol y. The 
competition of small firms against it may be very effective. The 
United States Supreme Court made this point in a recent case 
inv olving the International Harvester Company . It held that 
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mere size is .not dog sjjize 

alone mean a state of monopo ly. Hence, obviously, a com- 

bmation^ora consoIi^Tion lu 'of firms does not neces sarily mean 

monopolization. 

It is also desirable to note the distinction between what may 
be called a partial monopoly and a complete monopoly. By a 
partial monopoly is meant a case in which one firm or a com- 
bination of firms dominates the industry in question, and 
through its control over a large portion of the supply exercises 
a high degree of control ovenjori ce. but as by definition it does 
not have control over allmfjihe-^^ a com- 

plete monopoly. Such a case is often referred to as an effective 
"monopoly^ If, for example, one firm should control the produc- 
tion of 75 per cent of the steel, or sugar, or tobacco of the coun- 
try it would have a large measure of control over the price of 
the product. The smaller firms might charge the same price 
as the big one, or a little more or a little less, but their prices 
could not but be greatly influenced by the price set by the large 
firm. 

All of the cases of monopoly or near-monopoly in the field of 
industry have resulted from a combination, or consolidation, 
of firms. Thus the following discussion will be largely devoted 
to the question of combination. 

The period of the marked growth in the number of combi- 
nations lies within the years 1887 to 1900. It has been com- 
puted that during this time 235 combinations were formed each 
with a capitalization of $1,000,000 or more, and that the total 
number had a capitalization of over 5,000 million dollars. 1 It 
is also estimated that by 1911, before the dissolution of certain 
combinations by the Supreme Court, the combined capitaliza- 
tion of the big combinations amounted to $6,000,000,000. 2 The 
years of the most rapid growth of the big combinations were 
in the late nineties and the first few years of the present cen- 
tury. In the recent period following the World War, several im- 
portant big combinations have been formed. 

1 E. Jones, The Trust Problem in the United States, 1921, p. 39. 

2 Meager, op, cti., p. 471. 
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Reasons for the Combinations. — The motives that impel 
men along any line of action such as that under consideration 
may be very many. Four will be mentioned as significant in 
respect to the big combinations. The first two of these might 
be considered together as one, as the profit motive, but even 
so, they would be listed as two divisions or aspects of the one 
motive. First, the desire to e liminate destructive competiti on 
has been a strong factor in many cases. If the equipment for 
an industry is very expensive, and if the industry is overbuilt, 
there is a tendency for competition to be very destructive. The 
situation may easily take on the character of the rate wars among 
the railroads in the seventies and eighties, or of the cut-throat 
competition among city street car lines during the early years 
of that industry. Lack of full utilization of equipment prompts 
price cutting on the part of one or more firms; this leads to 
cuts by the other firms; and thus they all drift toward bank- 
ruptcy. The necessity of getting relief from such a situation is 
apparent. The smaller and less securely established firms will 
be inclined to listen eagerly to proposals of purchase on the 
part of the larger firms, and the larger firms will usually be glad 
to buy. Or, a combination of firms may be proposed, with the 
larger firms dictating the terms of the amalgamation. In short, 
the fact that American industrial plants have been almost 
alw ays in an overbuilt condition has been a potent factor in 
promoting c ombinations 

In the second place, combinations may be encouraged, not as 
just indicated, to check price cutting, but in order to reduce 
costs and thus permit, or at least make possible, a reduction in 
price. Indeed, in certain cases, significant savings may be made 
as a result of a combination. If the freight charges for raw mate- 
rials or for finished products are relatively large, a combination’ 
may save the various firms considerable sums of money by per- 
mitting them to divide up the territory among the various firms 
that are combining, assuming that they are located in different 
parts of the country. Further, a combination of plants may 
be better managed than are the individual firms. If one out- 
standing firm is being managed most successfully, other firms 
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may the more readily be interested in being joined to it. Then, 
too, if the equipment is expensive and excessive, combination 
may be encouraged in order that some of the plants — some 
of the equipment — may be abandoned. 

This would also result in a saving of management expense. 
Thus in 1887 seventeen sugar companies combined. They 
had in all twenty refineries, twelve of which were speedily 
eliminated and later four more. Four refineries thus took the 
place of twenty, and this evidently resulted in a tremendous 
saving. 

Considerable savings may also be effected in certain cases 
by forming a vertical combination, as then the various plants 
in the series of operations will not produce more than is needed 
to make possible the volume of finished output that it has 
been decided to produce. No losses will arise on account of 
the inability of the different plants in the series to sell their 
products. The combination itself will afford a market for 
the product of the plants, except of those that produce the 
£C finished product.” The coal and ore mines, boat and railroad 
lines, and iron mills of the United States Steel Corporation are 
presumably operated more effectively year by year as part of 
the work of producing steel than if each were selling its product 
in the open market. 

A third factor in promoting the combination of firms in many 
cases is the desire for_hh m&si^^ of idie^do miiiaixt par- 

sons concern &cL The enlargement of their enterprises by the 
absorption of smaller firms will give to such persons additional 
prestige and an added feeling of importance. This may be a 
very compelling motive in many cases. 

In the fourth place, the profits that may accrue to the pro- 
moter of the combination may be sufficient not only to en- 
courage certain persons to undertake the task of effecting a 
combination, but also to stimulate them to great zeal in the 
endeavor to reconcile the various interests involved and to 
bring about a combination. To effect such a union is not by 
any means an easy task in the usual case. Each of a dozen 
different firms normally has a capitalization set-up — common 
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stock, preferred stock, and bonds — which is different from that 
of the others, not only as to amounts but as to provisions 
governing the various securities. Or, from another angle, each 
firm in any group would tend to differ from the others in regard 
to the nature and value of its assets. Then, too, differences 
would be found in regard to the prospects for future success. 
To induce the various parties at interest to agree to a plan of 
transferring their property to the “ combine, ” and exchanging 
their securities for securities of the “combine,” may be a very 
difficult task. It may also be necessary after an agreement has 
been effected to provide a large sum of cash in order to buy the 
plants of reluctant owners and to provide working capital for 
the new concern. In short, the promotion of a combination 
may call for such an array of talent and capital that the persons 
who are successful in the role may be able to exact very high 
returns for this effort. The promoters and underwriters of the 
Whiskey Trust are said to have secured $10,700,000 in preferred, 
and $13,600,000 in common stock in exchange for $3,500,000 
in cash. The profits realized depended, of course, on the price 
at which they sold the stock that they received. This probably 
amounted to several million dollars. 1 The United States Steel I 
Corporation was formed in 1901 from a union of ten companies. 1 
The J. P. Morgan syndicate brought about the combination 
and received for its services securities to the value of $63,500,- 
000. 2 Evi dently the expectation of such enormous profits by 
p romoters must have been an important factor in the formation 
of many combinations. 

The Attitude toward Monopolies. — The prevailing attitude 
in America toward industrial combinations and monopolies has 
been one of hostility. U ntil very recently there has been but 
little in the way of scientific inquiry as to how combinations* 
have affected our economic life. The common assumption has 
been that combinations are bad. This has been due to the fact 
that the traditional attitude in this country has been one of 

1 Seager, op. dt } p. 473. 

2 Report on the Steel Industry, quoted in J. A. Ryan, Distributive 
Justice , 1916, p. 285. 
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fear toward the big concerns and one of vigorous opposition 
toward monopolies. Indeed, as indicated earlier, opposition 
toward monopolies or any contract or combination in restraint 
of trade is of very long standing among American people and 
their English forbears. The political demagogue has not been 
unaware of this situation, and he has at the same time furthered 
his interests and deepened the opposition toward big business 
by his denunciation of combinations and trusts. Recently, 
however, there have been many indications of a saner attitude 
toward the questions involved, as will be noted at the close of 
this chapter. 

The Early Trusts. — The popular method of combining 
several firms in the earlier years of the combination movement 
was that of the trustee device. The first use that was made of 
thiajg as bv the Standard Oil C ompany in 1879 in connection 
with several other oil compa^sTTnT^^the agreement was 
revised to include forty companies which re present ed-over 90 
per cent of the oil refinin g plants of the country. This agree- 
ment provided that the majority stockholders in the various 
companies were to tu rn over to nine trustees the stock whic h 
they held, and receive in exchange trust certificates from the 
trustees. The trustees were not to become owners of the stock 
but were to hold it in trust for the holders of the trust certifi- 
cates. They had power, however, to exercise the voting rights 
of the stock and thus they exercised complete control over the 
companies concerned. Further, the stockholders gave up title 
to the earnings from their particular companies and instead 
secured fractional interests in the earnings of the combined 
companies. But the trustees determined how the money earned 
should be used — whether it should be paid as dividends on the 
trust certificates, or used to purchase additional plants, or to 
extend in some other way the scope of the trust. 

The success of the oil trusts led to the formation of other 
similar trusts. The Cotton Oil Trust was founded mu l884, t he 
Linseed Oil Trust oi l 1885, an d the Whiskey and Sugar trusts 
in 1887. As a result of the number of the trusts that were 
formed, the word became so associated with the idea of monopo- 
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listic combinations that it has continued to be used in this 
sense, although the trustee form of combination disappeared 
shortly after it arose. 

The Illegality of the Trusts. — These trusts soon became the 
objects of attack in several of the states. Two significant court 
decisions were soon made in regard to them. The highest 
tribunal in the state of New York, the Circuit Court of Ap- 
peals, in 1890, declared in a case involving one of the companies 
in the Sugar Trust that the company in question did not have a 
legal right to become a party to the trustee agreement. This 
company was a corporation; it had power to do only those 
things which the state law prescribed that it might do, and the 
state had not given permission to corporation directors to sur- 
render their power to another body, such as the trustees in this 
case. Thus trust agreements by corporations were declared to 
Jbe illegal in New York. 

Two years later, th e Ohio State Suprem e Court in a case 
involving the Standard Oil Company declared first, as did the 
New York court, that a corporation could not surrender its 
power to trustees T a nd second, that the companies forming 
the trust were acting in restraint of trade and therefore in an 
unlawful manner. These adverse court decisions meant that 
the trustee form of organization had to be abandoned. The 
name of trust has, however, as indicated above, continued to 
be used to designate a monopolistic combination. 

Pools. — Some groups of firms sought to secure the advan- 
tages of combinations by forming pools or, in other words, 
agreeing to pool their profits. Under such an agreement there 
was no inducement to cut prices in order to get business as the 
various companies shared profits according to a prearranged 
scheme of distribution which did not depend on the sales of 
the different companies. Two important pools were the Meat 
Pool, organized in 1885, and the Wire Nail Pool that was or - 
ganized in 1895. Pools may be declared illegal under the 
common law as being in restraint of trade, but whether or not 
this is done in the case of any given pool, there is no way to 
compel the various parties to observe such an agreement. 
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For, since the pool agreement or contract is in restraint of 
trade, it is not enforceable in the courts. Hence the pool 
agreement was not as a rule very satisfactory to the parties 
concerned. 

Interlocking Directorates. — Another form of combination 
is that of interlocking directorates. By electing themselves 
to the boards of directors of a group of competing companies, 
a few men can eliminate gcmpeti& qi^ 

A combination of this kind depends on the control of a sufficient 
volume of voting stock to control the election oLd kentors. An 
illustration of this form of centralization of control was given 
in Chapter XIII. If an interlocking directorate is in effect a 
combination in restraint of trade it is, of course, illegal under 
the common law. As will be indicated presently, such com- 
binations under certain conditions are specifically prohibited 
by the Clayton Act. 

Holding Companies. — The limitation which the corporation 
laws of most of the states imposed on the trusteeship device 
has already been noted. It was also, under the early corporation 
laws, illegal for a corporation to own stock in another corpo- 
ration. Special legislation had been enacted in certain states to 
permit this in particular cases. But, generally speaking, one 
corporation could not own, buy, and sell the stock of other 
corporations. This legal condition, obviously, prevented the 
combination of corporations by one securing control of others. 
One corporation might, of course, sell its property to another 
and cease to exist. But two or more could not combine and 
each one maintain its identity. This legal obstacle in the way 
of the combination of corporations was removed by legislation 
jn the state of New Jersey in 1889 and ,1893. It was provide d 
that one corpor ation mig ht hold the stock of another corporatio n 
and exerciset!^ . It thus became possible 

to organize a company merely for the purpose of holding — own- 
ing — the stock of other companies. And since corporations or- 
ganized in New Jersey could do business in other states, that 
which was properly called a holding company speedily became a 
favorite form of combination. Other states, not wishing to 
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lose corporation fees and taxes to New Jersey, soon enacted 
similar legislation. 

The holding company device consists of exchanging the stock 
of the various companies, or a voting majority of it, for the 
stock of the holding company. The holding company thus 
exercises control over the companies whose stock it holds, or in 
reality owns. This is essentially the same as the trustee device. 
The only practical difference is that the holding company gives 
st.p>r>k in exchange for the stock of other companies rath er 
than giving trust.......cmlificaf.es. But the holding company is 

legal. Since the New Jersey legislation, there has not been any 
question of legality so far as the corporation law is concerned. 
Further, the question of restraint of trade among the combined 
companies is not in point because the holding company owns 
the other companies and hence they cannot be said to be in 
agreement to restrain trade among themselves. The holding 
company is, however, amenable to the law if it possesses a 
monopoly of a particular field. This depends on the extent to 
which the holding company controls the entire industry. But 
two or more firms however small were guilty of restraint of 
trade under a trustee agreement. 

As was indicated i n an earlier chapter, 1 the h ol ding company 
plan permits ^ iL^TKamaJt s^conce^ 

if the various subsidiary corporations own a majority of stock 
in still other corporations. For the holding company itself, but 
little, if any, money may be needed as its stock is purchased 
with the stock of the combining companies. 

The Sherman Act. — The organization of trusts during the 
eighties led to antitrust legislation in many of the states and to a 
national law known as the Sherman Act, which was passed in 
1890. The two leading sections of this law are as follows: 

Section. 1. Every contract, combination in the form of trust or 
otherwise, or conspiracy, in restraint of trade or commerce among 
the several States, or with foreign nations, is hereby declared to be 
illegal. ' Every person who shall make such a contract or engage in 
any such combination or conspiracy, shall be deemed guilty of a mis- 
demeanor. 


i Chapter XIII. 
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Section 2. Every person who shall monopolize, or attempt to mo- 
nopolize, or combine or conspire with any other person or persons to 
monopolize any part of the trade or commerce among the several States, 
or with foreign nations, shall be deemed guilty of a misdemeanor. 

The law perhaps made no addition to the common law as it 
has prevailed for a very long period of time, but it did give 
formal legislative sanction to the principle of the common law 
as it concerns restraint of trade and monopolization. It also 
provided that triple damages may be collected by anyone who 
has suffered loss at the hands of a monopoly. It further made 
it obligatory upon certain officials to prosecute firms that were 
deemed to have a monopoly, or to be guilty of restraint of trade. 

Judicial Interpretation of the Sherman Act. — The Sherman 
Act was almost a dead letter for several years. Indeed the 
Supreme Court did not render a decision dissolving a combi- 
nation in restraint of trade until 1899, and this involved a pool- 
ing arrangement and not a close combination. The failure of 
the law was in part due to the indifference of the administra- 
tive officials of the government, but it was also due to a feeling 
of * helplessness that resulted from an early decision by the 
Supreme Court in reference to the Sherman Act. The Court 
held in this case, In 1895, that manufacturing was not com- 
jinerce and thus although a combination of firms had, in the 
case at issue, monopolized the manufacture of sugar, it did not 
follow that the commerce in sugar had been monopolized. 1 
Following this decision, President Cleveland, for example, took 
the position that the ruling of the Supreme Court made the 
national legislation ineffective and that the people must look 
to the states for relief. 

t The Court did rule against combinations in the transportation 
isiness, under the Sherman Act, and also against trade unions 
certain cases, but manufacturing concerns were for a decade 
free from the restraints of the statute. But under the “ trust 
Jbusting” program of President Roosevelt. whn J^am&^ Presl-- 
dent in 1901, the Sherman Act was made an effective weapon 
against monopolistic combinations. Not only did the number 


1 E. C. Knight Sugar Refining Co. v. United States, 156 U. S. 1 (1895). 
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of cases under the act increase, but new legislation was enacted 
to facilitate the handling of antitrust cases by the courts. 

Three dissolution decisions by the United States Supreme Court 
will be mentioned. In 1904, in the Northern Securities Company 
case, 1 it was held that the holding company organized in New 
Jersey to hold the stock of the Northern Pacific and the Great 
Northern Railway companies was illegal and must be dissolved. 
The significant point was that the company had attempted a 
monopolization of the railway business in the northwestern part 
of the United States. 

In 1911 the Standard Oil Compan y, which had become a 
holding company under the law of New Jersey, was ordered 
dissolved 2 and in the same year dissolution was ordered in the 
cas e of the Tobacco Trust. 3 One point of great significance in 
these two cases was that the Supreme Court held that the 
Sherman Act must be interpreted by the rule of reason. That 
is, although the act condemned all combinations in restraint 
of trade, the Court held in the se cases that only unreasonab le 
r estraint of trade was amenable to the law. This was the 
principle that had prevailed under the common law, but in the 
earlier decisions of the Court it had been held that the Sherman 
law must be interpreted strictly as applying to every restraint 
of trade. This new judicial attitude toward the Sherman Act 
reflected a change in the attitude of the public toward big 
business. This change of attitude had also been indicated by 
President Roosevelt’s distinction between good trusts and bad 
trusts. The rule of reason did not, however, save the Standard 
Oil Company nor the Tobacco Trust from dissolution. In the 
Standard Oil case the Court took c ognizance of the methods 
that had be en used to build up a monopoly and criticized them 
yigorouslv. 

It is interesting to note that the Supreme Court early re- 
fused to apply the Sherman Act in the case of manufacturing; 
and in the transportation field, for example, in the Trans- 
Missouri Freight case, 4 in 1897, it insisted that every restraint 
of trade in transportation, whether reasonable or not, was con- 

1 193 U. S. 197, 2 221 U. S. 1. 8 221 U. S. 106. 4 166 U. S. 290, 
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trary to the law. But by 1911 it had taken a different position 
in regard to each of these two points. It had come to hold that 
manufacturing combinations were amenable to the law, but 
that the law did not apply except where there were unreason- 
able restraints of trade, that is, where the restraint seemed to 
the judges to be unreasonable. This again illustrates the 
power of the judiciary in our government over legislation that 
affects our economic life. The courts by the interpretation of 
statutes to a considerable degree make them what they wish 
them to be. This means that the attitude of judges — their 
social, economic and political philosophy — determines in con- 
siderable degree the policies that the people of the country 
may adopt in respect to the economic system. 

The Bureau of Corporations. — President Roosevelt in his 
first message to Congress insisted that facts were needed in 
order to deal satisfactorily with the trust problem, and he in- 
dicated that there was also need for publicity. In his second 
message he again insisted on the necessity for publicity and 
added that “ publicity can do no harm to the honest corpora- 
tion; and we need not be over-tender about sparing the dis- 
honest corporation.” 1 

In line with the President’s recommendation, Congress in 

1903 providetLior a Bureau of Corporafions J^ 

vestigate the affalr£..ui^ engaged in inter- 

state or foreign commerce. The bureau was discontinued but 
its work was extended and enlarged by the law of 1914 that 
provided for the Federal Trade Commission. 

The Federal Trade Commission. — During the political 
campaign of 1912, Woodrow Wilson gave a great deal of at- 
tention to the trust problem, and upon his inauguration as 
President in 1913 he advocated additional legislation. One of 
the outstanding achievements of his administration was the 
Federal Trade Commission Act of 1914. T This Commission, as 
ius ^ noted to^ the jsgQrk_ol _ the B ursal^ 

under an extension of scope and power. The government policy 
thus far had been largely one of suppression of monopoly; it 
1 Patterson and Scholz, ibid., p. 154. 
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now began an attempt to prevent monopolies from arising. 
The experience thus far had shown that reprehensible business 
tactics — unfair competition — had constituted an important 
factor in the elimination of competitors and in the effecting 
of monopoly. Tor example, local price discriminations to 
stifle competition, misrepresentation of goods of competitors, 
infringement upon trade marks, bribing the employees of com- 
petitors, and the establishment of spy systems to report upon 
a competitor’s business, had in many cases marked the road to 
the business success of a particular firm or trust. With an eye 
upon such practices, Congress, in providing for the Federal 
Trade Commission, declared that unfair means of competition 
are unlawful, and instructed the Federal Trade Commission to 
prevent the practice of such methods. The law did not make 
any specifications as to what is unfair competition, leaving the 
Commission to exercise discretion in this regard. 

The Co mmission has the power to investigate the husmn ssjof 
any firm engaged in interstate commerce, and has the authority 
to compel business men to produce the records of their firms 
and to give testimony. Further, the Commission is required, 
when requested by the Department of Justice, to recommend a 
plan of conduct that will bring within the law the conduct of a 
corporation alleged to be violating the federal antitrust acts. 
It also has the privilege of recommending desired legislation to 
Congress. 

One of the significant and typical practices of the Commission 
is known as the “ trade practice submittal.” In reference to 
this the Commission says in its report for 1923 r 1 

“From time to time the commission is approached by groups of 
business men representing an entire industry and seeking the assistance 
of the commission in the elimination from their industry of practices 
found to be unfair and harmful but which the industry is unable by 
itself to eliminate. The commission has lent its assistance in these 
situations and has called the industry together in gatherings which have 
been termed 'trade-practice submittals. 5 These submittals have been 
held in the following industries: Ink, celluloid, knit goods, paper, oil, 

1 Page 17, cited in Trade Associations by the National Industrial Con- 
ference Board, 1925, p. 55. 
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used typewriters, creamery, hosiery, guarantee against decline, maca- 
roni, silverware, gold knives, watch cases. 

<£ At these submittals the objectionable practices are frankly dis- 
cussed and resolutions usually adopted by the industry looking to their 
elimination. These resolutions are considered by the industry as bind- 
ing upon it and are received by the commission as informative as to con- 
ditions in the particular industry and the views of the trade thereon.” 

The Commission is composed of five men appointed by the 
Pre sident to serve for a period of seven years. The compen- 
sation is $10,000 a year. Not more than three of the five men 
may belong to the same political party. There seems to be no 
doubt that the Commission is performing a very important 
work. Its constant round of investigations, reports, and recom- 
mendations is a very salutary influence upon the conduct of 
business affairs. Further, if “ unfair competition ” is discovered 
as a result of an investigation which includes a hearing of the 
accused, the Commission issues a restraining order to the of- 
fender. If the order is not obeyed, the Commission may ask 
the federal courts to enforce it. The courts then assume 
jurisdiction and may uphold the Commission and compel the 
performance that it has suggested, or it may reverse its 
findings. 

The Clayton Act. — In 1914 Congress also passed the Clayton 
Act. This was designed to be a comprehensive antitrust meas- 
ure supplementing the Sherman Act. It specifically prohibited 
certain practices that were perhaps already prohibited by the 
general language of the Sherman Act; namely, local price dis- 
crimination; tying contracts; holding companies when the effect 
is substantially to lessen competition; and interlocking direc- 
torates, other than those in banks and common carriers, if such 
corporations are or have been competitors. The courts have 
been somewhat reluctant to permit* the prohibitions of the 
Clayton Act to extend beyond those of the Sherman Act. 
But they have in certain cases held that the scope of the 
Clayton Act is more extensive than is that of the earlier 
law. Perhaps the most significant features of the Clayton 
Act are those provisions making the legal proceedings against 
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an offender less difficult than had been the case under the 
Sherman Act. 1 

The Webb-Pomerene Act, — Another evidence of a some- 
what different attitude toward large combinations is found in 
the Webb-Pomerene Act of 1918. This law specifically exempts 
from the Sherman Act associations that are organized “for the 
jsole purpose of engaging in foreign trade and actual ly engaged 
solely in such export trade. ”„_J 5uch associations must file 
annual reports with the Federal Trade Commission. A number 
of such associations have been formed representing several 
thousand firms. The formation of such associations makes it 
possible in many cases to secure enough business to permit the 
development of foreign trade facilities, and also makes possible 
the distribution of the cost of the enterprise over the many 
firms that compose the association. As a result many firms have 
engaged in foreign trade that would otherwise not have been 
able to do so. 

The Steel Case. — The decision of the Supreme Court in 

19 20 of the antitrust -s uit against the Unii efL_States -Steel 

Corporation 2 is especially worthy of note in this discussion. 
The suit was begun in 1911 and by 1920 the company had dis- 
continued the monopolistic policy that had been complained of 
at the time the suit was filed. The Court held that it had no 
adequate grounds for ordering the dissolution of the corporation, 
and it added that to do so would involve “a risk of injury to 
the public interests including a material disturbance of and it 
may be a serious detriment to the foreign trade.” “Thus,” 
says Seager, “did the rule of reason of 1911 become the rule o f 
business expediency in 1920 .” 3 In other words, the Court 
indicated an attitude of mind toward the question of monopoly 
that was markedly different from that which had prevailed 
thirty years earlier. 

The Present Trend. — The preceding discussion indicates 
the development of a tolerant attitude toward large combina- 
tions during the past two decades. Monopoly is not condoned, 

1 Compare Patterson and Scholz, ibid., p. 159. 

* 251 U. S. 417. 3 Op. at., p. 490. 
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but size alone is not so disturbing as formerly. Further, the 
prevention of unfair practices through the operation of the 
Federal Trade Commission is a significant aspect of the present 
trend in the attitude toward this problem. 

It is interesting in this connection to note the attitude of the 
National Secretary of Labor as revealed in his annual report 
for the year 1927. 

£f I have observed not a few situations in which it seemed to me 
that consolidation or combinations in the field of industry would be of 
much benefit to the general public and to those who have been directly 
concernedTn several unfavorable industrial situations. In other words, 
it has seemed to me more than once during the past few years that the 
spirit and intent of antitrust principles could have been retained, and, 
yet, that adjustments could have been made which would have relieved 
a tense industrial situation. . . . 

“For example, I learn that leaders in cotton textiles, whose motives 
cannot be questioned, believe that the industry might give greater 
service to all concerned in the way of production, earnings, and stead- 
ier employment if permitted certain amalgamations not now allowed 
under the antitrust law. 

“The present deplorable conditions in the bituminous coal-mining 
industry in this country, overdeveloped and overmanned as it is, 
unprofitable in the main part for most operators and furnishing but in- 
termittent employment to the miners, could be improved by consolida- 
tion were it not for fear that indictments could lie under the antitrust 
laws. With consolidation there would be ample competition. Many 
plans have been suggested in the bituminous-coal situation looking to 
some forms of relief, among them the establishment of joint selling 
agencies by which coal in certain territory might be marketed jointly, 
thus giving assurance of steadier employment and more stable output, 
with sufficient car supply and other advantages which are now lacking. 
But it is said that the plans suggested along this line are open violation 
of the law against the formation of monopolies.” 1 

The size of our country and the inherent limitations on the 
size of an industrial undertaking makes it difficult for one firm 
to obtain a monopoly in many, at least, of the important fields 
of manufacturing. But if monopolization did take place in 
some field and if it should appear that monopoly is more 
economical than competition would be, as in the case of the 


1 R 147. 
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municipal monopolies, the logical conclusion would be that the 
monopoly should be permanent and that the Federal Trade 
Commission, or some similar body, should regulate the prices 
to be charged. The alternative to this would be that the 
company must be broken up and competition restored. But if 
monopoly should be much more economical than competition 
in a certain case, it would seem to be foolish to insist upon hav- 
ing competition, rather than monopoly subject to price regu- 
lation by the government. It may indeed be true that price 
regulation in a few of the important lines of industry, com- 
parable to the regulation of railway rates, will be the logical 
development of present tendencies in American industry . 1 

Super-power Combinations. — The suggestion in the pre- 
vious paragraph is likely to be realized in the super-power 
electrical industry. The development of electrical power generat- 
i ng pla nts at the coal mine s and at w aterfalls has been greatly 
augmented recently and the area over which electricity is 
being sold has been greatly extended. There is obviously no 
possibility of effective competition in the super-power industry. 
Competition is as much ont o! the question as in^he case of 
railroads or city street car lines. Hence, regulation of the price 
of electric current and the conditions of service, by public 
commissions. isJnevitable^ This has already been undertaken 
in some states. But the power lines do not confine themselves 
to state boundaries. This business is interstate in character 
and thus the logical form of regulation is to be found in the 
national government. Further, the Supreme Court has held 
recently in a Rhode Island case that the utility copimission in 
one state has no authority over the rates paid for electricity 
produced in another state and carried over the border. Thus 
if there is to be regulation in such a case it must come from the 
National government. A national power board has already 
been provided to deal with problems affecting power develop- 
ment in rivers that flow between two or more states. It is to 
be expected that its scope will finally be extended so that it or 
some other governmental agency can deal comprehensively 
1 See discussion in Chapter LXL 



158 


SOME CASES OF SOCIAL CONTROL 


with the problem of fair rates and fair service in the sale of 
electric current by interstate companies. 

PROBLEMS AND EXERCISES 

71. Trace the use of the word “trust” in respect to monopolistic 
combinations. 

72. Assuming it to be legal, outline a plan by which five cement 
plants could be combined by means of a “trustee” agreement. 

73. Same as No. 72 for a holding company. 

74. What is the essential difference between an early trust and a 
holding company? 

75. Give an original illustration of a case of “restraint of trade.” 

76. Define common law; statutory law. Illustrate each. 

77. What is meant by the 1 ‘ rule of reason ” in respect to the Supreme 
Court? Sketch its history, 

78. (a) Under what conditions would it be socially advisable to 
have a monopolistic combination in the glass industry? Why? 

(6) Would regulation be advisable then? Why? 

’ 79. “The Federal Trade Commission represents a great step for- 
ward.” What reasons can be given to support this statement? 

80. (a) Give an illustration of the power of our courts to determine 
the economic arrangements in our society. (5) Account for the fact 
that the courts have this power with us. Contrast this situation with 
that which prevails in England. 

81. Give three illustrations of a change in attitude in this country 
toward monopolies. 
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CHAPTER XXXIX 


TRADE ASSOCIATIONS 1 

Trade Associations. — A trade association represents another 
attempt at the autonomous control of economic activity of a 
group of individual firms. It differs from a monopolistic combi- 
nation in that the individual firms participating do not give up 
their identity and the association as such does not engage in 
business. In other words, the trade association is not a firm. 
It is a group of firms each of which carries on its business in- 
dependently of the others except as the rules of the association 
may limit their activities. Further, the firms in the trade as- 
sociation are all engaged in the same industry or trade. Thus 
an organization such as the National Association of Manu- 
facturers or a chamber of commerce is not a trade association. 

Number of Trade Associations. — No one knows how many 
trade associations there are in the United States. As just in- 
dicated, not all associations of business men are trade asso- 
ciations, and it is difficult in many cases to decide whether an 
association is or is not properly to be called a trade association. 
But it seems safe to say that the re were about 850 organizatio ns 
in the United States in 1923 that were clearly national or in- 
terstate trade associations, and that there were many more 
associations that performed many of the functions of trade 
associations. 2 A list of associations grouped according to the 
year of organization in Trade Associations begins with the Writ- 
ing Paper Manufacturers’ Association formed in 1861, and 
includes associations having to do with cotton, jewelry, silk, 

1 The National Industrial Conference Board made an exhaustive study 
of trade associations and published its findings in a book issued in 1925 
entitled Trade Associations; Their Economic Significance and Legal Status. 
This book is drawn upon heavily for the material of this chapter. 

* Trade Associations, p. 325. 
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liquor, bill posters, rubber, pipes, sauerkraut, baby carriages, 
caskets, and seemingly every other article of commerce or type 
of business . 1 The field of associations seems to be coextensive 
with that of business enterprise. 

Functions of the Trade Association. — Obviously, the pur- 
pose of the trade association is to serve the interests of the 
members thereof. The interests to be served may be in part 
social and intellectual, but primarily an association is formed 
to further the business interests of its members. An association 
may carry jm advertising projects in the interests of all of the 
members as is done by tEe cement association, the laundry- 
men’s association, and many others. It may also provide for 
an exchange of information among the members relative to 
the techniqueof buSness^op^l^cions ; it may conduct research 
work; provide for cooperative insurance; or provide services 
for the collection of debts. These forms of activity are perhaps 
conducive to the general social welfare as well as to the welfare 
of the individual members making up the association. 

Further, a trade association may, through the dissemination 
of informatio n in regard to the market and i n regard to the 
volume of production and sales by the various member firms, 
make it possible for the respective members to conduct their 
plants in a more intelligent manner than would otherwise be 
the case. To phrase this differently, the competitive process is 
often very wasteful as a result of the lack of adequate infor- 
mation on the part of competitors. The association by pro- 
viding market and production information may thus prevent 
some of the loss that inheres in a system of competitive pro- 
duction. Also the competitive struggle often leads to ruinous 
price cutting that culminates in the bankruptcy of some of the 
firms or in the amalgamation of some or all of them into a 
monopolistic combination. An association may prevent such 
price wars and may thus in this way prevent some of the waste 
of competition. But an association may also attempt to control 
the price of the product of the members with a view, of course, 
to maintaining a higher price than would otherwise prevail. 

1 Trade Associations , p. 327. 
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Or it may seek to exclude non-members from the market, and 
also by other devices seek to maintain a monopolistic position 
for the members of the association. If an association does 
engage in practices that are monopolistic — that are in re- 
straint of trade, or obstructive to the free flow of commerce — 
it is amenable to the law, as would be inferred from the discus- 
sion in the preceding chapter. 

The Problem. — The fundamental problem in respect to the 
trade association is fundamentally the same as that in respect 
to monopoly, or railways, or municipal public utilities, name ly, 
what arrangements relative to the trade ass ociation will best 
promote d But the immediate problem is 

slightly more narrow; namely, is a given association acting 
within the law, or, in view of the law, would the judges in th e 
courts deem its action to be reasonable? However, it is to the 
broader problem that we must look in the long run, for our 
attitude relative to it will determine the character of our laws 
and ultimately the decisions of the judges. The task is to 
chart a course for the trade association that will utilize it in 
the promotion of social welfare. It seems safe to say that this 
is being done. Indeed, in so far as we are wise, this is being done 
in regard to all phases of our economic system. As conditions 
change, new arrangements are made which, if the electorate 
have acted wisely, will, under the altered circumstances, pro- 
mote the general welfare. In respect to trade associations, the 
same agencies that were noted in the preceding chapter are 
involved in the charting of this course. These include the 
Federal Trade Commission, the administrative branches of the 
government, Congress, and the courts, assisted by the general 
public attitude as to what is or is not desirable. The limitations 
that have been placed upon the acts of trade associations will 
be in part indicated in the following discussion. The first four 
points to be mentioned concern practices that have been un- 
equivocally prohibited by law. 

Un ification in Sellin g. — A case of unified se lliiiaul^ the 

members of a coal associ ation came before the co iir.taJn.HM2,., - 

Under the agreement in question the members of the association 
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were to sell only to one agency. This meant, of course, the 
absolute prohibition of competition among the members of 
the association, and was thus clearly in restraint of trade. The 
court ordered the dissolution of this company. Many other 
cases could be cited in which similar attempts of combinations 
to prevent price competition were considered by the courts, 
and the selling agencies dissolved, or the customer granted 
redress in damages. In a case from Portland, Oregon, a con- 
tractor was awarded triple damages under the Sherman Act 
because of being unable to buy lumber except from a single 
sales agency that represented every lumber manufacturer that 
had access to the Portland market . 1 

Exclusion from Markets. — Another practice that the 

struggle for profits almost necessarily suggests to Ihe^ q^mhers 

of a trade association is discrimination against non-members. 
This may take many forms. An agreement may be made not 
to deal with firms that cut prices below the association’s price, 
or a secondary boycott may be instituted — members of an 
association may refuse to buy from or sell to any party who 
deals with a non-association member. Again, the method used 
may consist of exclusion from the market by consent, that is, 
the members of an association may divide a given territory 
among them, assigning to each a given district. Further, 
bribery may be resorted to, or inducements offered to persons 
not to trade with the obnoxious party . 2 

Efforts to exclude new firms from a share in the business in 
which members of an association engage are not normally 
exerted against firms that are primarily engaged in the business 
in question. But should a firm extend the scope of its business 
by taking up a new line of work, the firms with which the new 
work competes may actively seek to curtail its activity. In 
regard to this, the following quotation is apt: 

“The great majority of the cases that have arisen involving exclusion 
from the market have sprung from united efforts to expel manufac- 
turers from the jobbing trade, jobbers from the retail trade, retailers 
from the jobbing trade, and so on. There appears to be a strong feel- 

1 Trade Associations , p. 62, 2 Trade Associations , p. 71. 
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ing among large groups of business men that the boundaries of con- 
ventional business organization, particularly on the marketing side, are 
sacrosanct — that the status quo must be maintained at all hazards.” 1 

All practices of excluding competitors from a market are 
co ndemned . In a case involving the National 
Window Glass Jobbers Association it was shown that the 
m embers had mutually divided the market into non-competitiv e 
jrreas, were.-ass£ssnd-jiga mst the orga ni- 

zation . The Philadel phia Tile Dealers As sociation instituted^ 
a boycott against manufacturers who sold to other firms than 
the members of the association, and as a result, the members 
principally responsible for this practice were held to be crimi- 
nally liable and fines and sentences were imposed. In short, 
any curtailment of market facilities to competitors is in re- 

Curtailment of Production. — The curtailment of production 
is only another method of maintaining high prices such as is 
contemplated by a unified selling agency or by excluding com- 
petitors from the market. Phrased differently, any agreement 
to restrain production is in restraint of trade. It obstructs the 
free flow of commerce and is hence illegal. Individual business 
men may, of course, curtail production and one may advise 
another to reduce his output, but a group of persons may not 
mutually agree to do this without being outside the law. The 
question as to when the mutual exchange of opinion by com- 
petitors, as to the course of business and as to the desirability 
of altering a given flow of output, should be construed as cross- 
ing the line into the forbidden field of agreement to restrict 
output is a question for the adjudication of the courts, in the 
various cases that arise. But the courts usually hold such 
action is legal unless it is clearly shown that the persons con- 
cerned have mutually agreed to restrict the output of their 
respective plants with a view to their mutual profit. Any agree- 
ment, formal or informal, to this end is illegal, but the mutual 
exchange of opinion is not. 

Price Control. — Similarly to the above indirect attempts 
1 Trade Associations , p. 70. 
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.at price control, a c oncerted attempt by the members of an 
association to fix a price at which 

to the free flow of commerce and hence is illegal. The central 
feature of our system of private property, as so frequently 
emphasized in this book, is the pricing mechanism. As prices 
rise and fall, business men are encouraged to enter or to leave 
certain fields. And further, as competition forces price down 
to cost, it becomes less possible for certain groups to profit to 
the disadvantage of other groups. We must have either free 
competitive pricing or price regulation by government au- 
thority, as has been frequently emphasized in the two preceding 
chapters. Hence, since price regulation has not been provided 
for in the general field of business, there is universal insistence 
that monopolistic combinations or trade associations with 
monopolistic powers shall not interfere with free competitive 
pricing. 

But the first thing that the members of an association nor- 
mally think of is the restriction of price competition. To quote 
again from the book already referred to: 

“There is no other activity for which trade organizations have been 
so frequently cited before the courts. It formed the basis of the first 
recorded proceeding under the Sherman Act, and prosecutions for 
price manipulation are pending against trade associations today. In 
a long series of decisions, the courts have condemned a wide variety of 
devices designed to maintain or enhance prices. Whether in the form 
of a simple agreement to abide by a stipulated scale of prices, or in the 
form of an elaborate mechanism of licenses, graduated royalties and 
penalties, arrangements of this character have been held illegal. More- 
over, the absolute prohibitions of the law in this matter have given the 
quest for price-fixing activity special prominence in the anti-trust in- 
vestigations of the Department of Justice. The first line of attack, 
in practice, has been directed toward the ascertainment of whether 
there has been any undertaking, recorded or unrecorded, to observe 
uniform prices. If such an undertaking is established, all else becomes 
secondary/ 7 1 

Further, In addition to price agreement, understanding or 
agreement as to the computation of certain elements that go to 
make up the final price are also in restraint of trade. Among 
1 Ibid., p. 82, citations to cases given therein. 
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such agreements are those that “relate to the fixation of a 
uniform percentage of profit over manufacturing cost or pur- 
chase price, the adoption of uniform cost entries for overhead, 
the substitution of an arbitrary charge for actual expense in- 
curred with respect to some productive process or incidental 
service. But the possible modes of restraint may, of course, 
be as varied as the elements which make up the price.” 1 

The work of trade associations has concerned the matter of 
price so exclusively in j pany cases that they have been known 
as “open-price associatio ns.” Interesting questions have arisen 
as to just how far a trade association, or an open price associa- 
tion, may go in its price policy and stay within the law. In 
the Hardwood Lumber case and in the Linseed Oil case the 
work of the associations in respect to their price policies was 
condemned by the Supreme Court, but a little later in the Maple 
Flooring case and in the Cement case somewhat different prac- 
tices were approved by the Court. 

In the first two of these cases the rules of the respective asso- 
ciations called for elaborate reports in regard to sales, prices, 
and names of customers. These data were compiled and dis- 
tributed to each of the members of the association. This was 
regarded by the court as evidence of a fundamental purpose to 
secure harmonious action in regard to prices and hence as an 
attempt to r estrain trade. Further, in the Hardwood case 
there was evidence of discussion and communication as to 
current prices and also evidence that statements were issued 
by the central office as to the prices that should prevail. 

In the two other cases refermdA.cxrid^^ Flooring andL 
the. Cement case , the work of the associations in this respect 
consisted of assembling data from members in regard to the 
volume of product that had been produced, and the prices re- 
ceived. The information concerned only past transactions. 
Further, these two associations did not give out information as 
to the identity of the members in respect to the data distributed, 
except in respect to sales of cement on job contracts. Tabula- 
tions were made without any identification of the members 

1 Ibid., p. S3. 
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supplying the different data. Also, the data assembled by 
these associations were not considered as confidential infor- 
mation as was true in the Linseed Oil case. Finally, in the 
Linseed Oil Association heavy penalties were imposed on 
members who failed to give information or failed to adhere to 
the prices and terms quoted. But in the Cement and in the 
Maple Flooring associations “the activities of the association 
with the exception of the regulation of specific job contracts of 
cement were conducted entirely through voluntary cooperation.” 
The work of these two associations, as stated above, was ap- 
proved by the Supreme Court. 

These two cases indicate that trade associations may exercise 
rather broad powers in regard to the prices of products. To 
summarize the last paragraph of the decision of the court in 
the Maple Flooring case, an association may assemble data for 
the information of members as to the volume of production, 
stock on hand, prices received, and cost of production, and the 
members may “meet and discuss such information and statistics 
without, however, reaching or attempting to reach any agree- 
ment or any concerted action with respect to prices or pro- 
duction or restraining competition,” and not be guilty of an 
“unlawful restraint of commerce. ” 

Lawful Activities. — The above discussion refers principally 
to practice in which tra de associations may not lawfully e ngage. 
But there are many activities, as indicated in the introduction 
to this chapter and in the preceding paragraph, in which they 
may engage. In general, a trade association may perform any 
business service to its members, so long as it does not unreason- 
ably restrain trade. Trade associations often act as a clearing 
ho use for the exchange of patents of the members . This results 
when the various members hold minor patents and find it ad- 
visable to make them mutually available. Trade associations 
also serve their members in the interchange of credit infor- 
mation jAlatim^^ their customers . But, as in the case of price 
data, there must not be agreement as to policies that will con- 
stitute restraint of trade. 

In the matter of stand ar dmAion of products, trade associa- 
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lions have done very significant work. The importance of 
Standardization was discussed earlier . 1 That there should be 
only a limited degree of variation in the sizes and designs of 
many articles such as bolts, electric light bulbs, automobile 
tires, and parts of machinery, is obvious. A high degree of 
standardization not only results in greater convenience and 
economy to consumers, but reduces the cost both of manufac- 
turing and of retailing. The drafting of standards in regard to 
quality is also an impo rtant social service that many trade 
associations have undertaken. This tends to eliminate from 
production articles of inferior quality, but it does not prevent 
the production of articles of superior quality, as such quality 
standards specify only the minima that must be maintained. 
Standardization in regard to measure is likewise important. 
In an investigation of the lumber industry, for example, there 
w ere found to be thirty-two different thicknesses of a “one- 
inch” board in current use. Many of the trade associations 
have taken steps to correct such situations by setting up certain 
standard measures. 

Trade associat ions frequently serve as an ag ency for research 
projects of various sorts. Many bureaus and laboratories have 
recently been established to carry on such work. An association 
makes it possible to secure highly trained experts — “ whether 
economists, psychologists, and accountants for commercial re- 
search, or chemists, physicists, and engineers for technical 
research.” The gains from such research accrue not alone to 
the firms directly concerned but to the general public as well. 
One illustration of such projects is found in the arrangements 
recently made by which the Portland Cement Association is to 
furnish three chemists and three engineers to work in coopera- 
tion with the Bureau of Standards of the United States Govern- 
ment in an investigation of all phases of cement manufacturing 
processes and the economic uses of concrete . 2 

Trade associations often adopt a common trade name for 
the products of the various members, which is used as a label 

1 Chapter XVI, “ Industrial Management.” 

2 Trade Associations , p. 221. 
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upon the goods which are produced by the various individual 
firms. If this label indicates m erely that the individual producer 
lgTa member of the association, and that he has conformed to 
certain minima standards prescribed by the association, that 
use of the label seems to be socially desirable and not illegal as 
being in restraint of trade. But if the use of a common label 
means that the products of all the various firms tend to become 
identically the same, the implication is that price competition 
will thereby be destroyed, and thus the use of the label would 
be held by the courts to be in restraint of trade and, therefore, 
illegal. 

In the development of standards of business conduct the 
trade associations have a very legitimate part to play in our 
economic society. A group of men by setting up for themselves 
high standards of conduct and by mutually pledging themselves 
to observe these may easily raise the normal level of their com- 
petitive activity to the great advantage of the general public. 
To this end trade associations are assisted by the Federal 
Trade Commission in, for one way, the “ trade practice submit- 
tals” to which reference was made in the preceding chapter. 
But, again, there is possibility of restraint of trade in the estab- 
lishment of standards of conduct, or codes of business ethics, 
for the rules of ethical conduct may prescribe such brotherly 
treatment for the various firms that competition is thereby 
unduly restrained. Such rules would, of course, be illegal. 

All rules that affect business conduct restrict competition 
somewhat, as they curtail the activity of the individual firm. 
Even rules that one shall not misrepresent the quality of his 
product, nor refer slightingly to a competitor’s wares, restrict 
competition. But, as is suggested by these illustrations, not 
all restrictive rules are held to restrain trade unlawfully. The 
rule of reason is applied. If the court regards the restric- 
tions as being reasonable they are not unlawful. In other words, 
if the court believes that the rules are in the interest of the 
general social welfare it regards them as reasonable — as lawful. 
In such a case, the rules are said to regulate competition rather 
than restrain it. 
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A case that illustrates the effect of rules of conduct upon the 
competition of business men is found in the paint trade. We 
quote from Trade Associations in regard to this, 

“The Paint Manufacturers’ Association of the United States requires 
that every manufacturer, as a condition of membership, should sign 
what is known as a non-exchange agreement . 1 Through this agree- 
ment he pledges himself and his s taff not to accept any paints of a rival 
maimf actu^ or non-member , by wav of exchange in fill m g 

an order for goods from any dea ler. In other words, each of the asso- 
ciated paint manufacturers agrees that in selling his products he will 
make no concessions, or allowances, for goods in dealers’ hands other 
than his own products. This arrangement was designed to eliminate 
an alleged evil which w r as claimed to be imposing a serious drain upon 
the profits of all the manufacturers: namely, the expense and vexation 
of opening new ‘ accounts ’ of a temporary character. According to the 
recent year books of the association, the agreement has worked satis- 
factorily to minimize this loss from the frequent shifting of dealer pat- 
ronage. Does it tend to interfere unduly with the free operation of 
competitive forces in the paint industry? It may be argued that it 
erects an artificial barrier against the encroachment by a growing and 
aggressive manufacturer upon the sales domain of his competitors. 
Since dealers often prefer to carry, and are frequently permitted to 
carry, only a single line of such products, it becomes difficult, under 
the agreement, to dislodge established trade relationships. On the other 
hand, it may very reasonably be contended that on the whole the rule 
is beneficial — not only because it serves to discourage meaningless 
shifting of patronage, but because it tends to eliminate the vicious less- 
than-cost sales of displaced paint, without hampering either price com- 
petition or quality competition in the sale of fresh paint. In this view, 
the non-exchange agreement may be regarded simply as a regulation of 
a minor feature of service competition, not unlike the standard practice 
rules adopted by the Rubber Association of America relative to the 
adjustment of claims for defective tires.” 2 

This agreement has been in operation for many years and has 
not been attacked in the courts. Perhaps most judges would 
consider that it is socially beneficial and, therefore, a reasonable 

1 See Year Book , Paint Manufacturers of United States, Philadelphia, 
1924, pp. 6-8, 47-49. This agreement has also been adopted by the Na- 
tional Varnish Manufacturers’ Association and has been made mutual 
between the two associations. 

2 See Rubber Association Activities During 1931, Rubber Association of 
America, Dec. 1922. Trade Associations , p. 201. 
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interference with competitive activity. Certainly, it is restric- 
tive. It is thus another illustration, especially if it continues to 
be unquestioned in the courts, of our disposition to subject com- 
petitive activity to social control. More and more the principle 
of control is applied. The “natural” economic forces are to an 
increasing degree limited in their operation by rules that pre- 
sumably augment the contribution which the economic system 
makes to the general social welfare. 

Commercial Arbitration. — Disputes inevitably arise between 
b uyers and sellers in regard to the terms of the^ contract wh ich 
they have made and as to its fulfillment. The courts are the 
final arbiters in such matters, but for a very long time certain 
groups of business men have had machinery of their own for the 
settlement of such cases. This consists of a non-official “judge, ” 
or a group of “judges,” who hears the stories of the men con- 
c erned and renders a decision. J Thjs is arbi- 

tration. 

The New York Chamber of Commerce has had machinery of 
this nature for over a century, and recently the practice has been 
greatly extended. The promptness with which cases may thus 
be settled and the small amount of expense involved, as com- 
pared with trials at law, make this procedure very desirable. 
This work is conducted most satisfactorily when the “judges,” 
or arbitrators, are familiar with the business in which the dis- 
pute has arisen. Hence, trade associations are the logical chan- 
nels in which to extend the practice of commercial arbitration. 

The Silk Association of America has had its arbi tration com- 
mittee engaged at the task of settling disputes since 1898. Dur- 
ing the twenty-five years ending in 1923, 158 cases had been 
decided, 13 of which were in 1923. In the annual reports of the 
association a summary of the cases is given, including the 
award made, and thus a body of precedents is being built up to 
guide the manufacturers and merchants of the silk trade in their 
dealings with each other. 1 

Within recent years many associations have provided for the 
arbitration of disputes. Some associations, for example, the 

1 Ibid., p. 281. 
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National American Wholesale Lumber Associations, go so far 
as to refuse to admit new members unless an agreement is signed 
that all contested cases, with certain exceptions, will be sub- 
mitted to arbitration rather than taken to the courts. And, 
incidentally, in several states, including New York, the decisions 
of such arbitration tribunals are as binding as are the decisions 
of the courts. 

The standards that are thus being built up cannot fail to 
reduce the number of disputes as all of the members of the 
trade will come to have the same notions as to what is right or 
wrong in regard to the various aspects of the business. 

Indeed, the decisions of the arbitrators in any line of enter- 
prise, if they are consistent, tend to prevent friction among the 
parties concerned. There comes to be built up a standard 
practice — a code of conduct — a common agreement as to what 
Is "right and w rong. HenceTTHe cause Tor" disputes is largely 
removed. Each person concerned comes to know the “law,” 
and thus to know, without having a judge or an arbitrator tell 
him, what is the standard practice — what is right — in any 
case. It is only as novel circumstances arise that there will be 
differences of opinion as to what is right. In short, arbitration 
tends to destroy the need for arbitration. The members of the 
New York Stock Exchange, for example, transact 50 billion 
dollars of business each year with but only a very few disputes 
and thus far not a single lawsuit. The practice has become 
so highly standardized through the work of the arbitration com- 
mittee that there is but little opportunity for any question to 
arise as to the proper conduct of members of this group. The 
rules are understood — the law is plain — and hence disputes 
seldom arise. 

This result also tends to be realized if cases are settled in the 
law courts. But under commercial arbitration many cases of 
dispute are passed upon and decisions in regard to them are 
made that would be compromised by the parties, or not con- 
tested if the only alternative were litigation in the courts. Thus 
commercial arbitration by facilitating the settlement of dis- 
putes results in the accumulating of more data in regard to good 
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practice in the trade than would be the case under court pro- 
cedure. And, to repeat, the accumulation of this data tends to 
prevent disputes from arising subsequently. This discussion 
has an interesting application to agreement between trade unions 
and employers, as will be noted in a later chapter. 

Conclusion. — Trade associ ations cut into the competi tive 
activifx ^E-mexu They make our socie ty a less spontane ous 
and automatic system of individual activity than it would 
o therwise b e. This does not mean, however, that trade asso- 
ciations are undesirable, for unrestrained individual activity 
in business is in no way sacrosanct, despite the statements of 
many men to the contrary. Unregulated individual activity 
leads to waste in many forms. Plants are often unnecessarily 
duplicated; price cutting frequently disorganizes an industry; 
and the competitive struggle is often conducted on a very low 
ethical plane. Trade associations tend to correct such abuses. 
But they need to be carefully hedged about lest they lay the 
general public under tribute to the aggrandizement of the 
members of the associations. They are, as indicated in Chapter 
IV, something of a recrudescence of the medieval guild. It is 
possible that they may restore to our economic life an added 
measure of those ennobling attitudes of the guildsmen which 
have been somewhat in abeyance during the past two hundred 
years. 


PROBLEMS AND EXERCISES 

82. What is said to be the fundamental problem in respect to trade 
associations? The immediate problem? How are these two related? 

83. Illustrate the point in regard to making adjustments in respect 
to the common welfare by reference to our banking system. 

84. Show that the four illegal practices of associations that are de- 
scribed separately are in effect the same. 

85. Distinguish between the Hardwood Lumber case and the Maple 
Flooring case. 

86. What is your judgment in regard to the social advisability of 
the non-exchange rule of the paint association? 

87. The International Monumental Granite Producers’ Association 
has as part of its “code” that in bidding on a job each member may 
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have but one bid. Discuss the merits of this rule. Do you believe 
that such a rule would restrain trade unreasonably? 

88. “Economic laws are fundamental. They cannot be repealed by 
legislatures.” Discuss. 

89. “Economic forces should be left as they naturally are. Man 
cannot improve upon nature.” Discuss. 

90. Discuss the merits of commercial arbitration. Is this used in 
your community? 
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CHAPTER XL 


GOVERNMENT OWNERSHIP 

The problem which has been discussed in the three preceding 
chapters raises the question of the advisability of government 
ownership in the lines of industry where monopolization is pref- 
erable to competitive enterprise. If monopoly is to be sanc- 
tioned the government must at least regulate the prices to be 
charged and set standards for the service that is to be rendered. 
Many persons argue that if the government must go this far, 
it should take a further step and own and operate the indus- 
tries in question. 

The problem of government ownership in this field also raises 
the question as to the extension of government ownership to 
lines of enterprises in which competitive conditions prevail, 
and this in turn leads to the question as to the advisability of 
government ownership and control as compared with private 
ownership throughout the whole field of industry. In short 
the discussion of the place of government in economic enter- 
prise leads logically to a consideration of the question of state 
socialism versus private property. But, of course, one who 
advocates the regulation of public utilities by the government 
is not thereby committed to a program of extreme state social- 
ism. While one question leads logically to the other, the differ- 
ence in degree between government regulation of public utilities 
and government ownership of all enterprises is so great that the 
acceptance of one does not involve the acceptance of the other. 
This is apparent from the fact that perhaps none to-day opposes 
the government regulation of the railways, for example, while 
but relatively few favor their ownership by the government, 
and only an occasional person believes that it would be advisable 
to institute an extreme form of state socialism. 

174 
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The Attitude toward Government Ownership. — The logi- 
cal connection between any extension of government regulation 
and state socialism is sufficiently close to cause many persons to 
oppose new forms of regulation, and especially to oppose govern- 
ment ownership in public utilities. This opposition on the part 
of certain persons may be expressed in terms of a fear complex 
of socialism. They are so fearful that government owner- 
ship may be carried “too far” — that private property rights 
may be “unduly abridged” — that they oppose any extension 
of government ownership. Professor Taussig says on this point : 

“The business and well-to-do classes of all countries, and especially 
of English-speaking countries, rarely consider this subject with an open 
mind. They listen readily to all the evidence that tells against public 
ownership and are pessimistic about its prospects. The persons now in 
control of the money-making monopolies supply them freely with all 
sorts of distorted information and superficial arguments. In the United 
States more than anywhere else their prejudices are rank. This atti- 
tude is due to various causes. In part, it is an inheritance from the 
older political philosophy of laissez-faire and non-interference. In part, 
it is due to sad experience of misgovernment in this country. But to no 
small degree it arises from a lurking fear of dispossession. Public man- 
agement is * socialistic’; it is feared as the entering edge to complete 
expropriation.” 1 

The question of state socialism and of the ownership and 
operation of all industry by the government will be dis- 
cussed in a later chapter. The present discussion will be con- 
fined to a consideration of the government ownership of public 
utilities. 

The Extent of Government Ownership. — There is but rel- 
atively little government ownership in the United States. As 
already noted, the post office is owned and operated by the 
government, and also schools, libraries, roadways and parks 
are almost exclusively owned and operated by the various 
branches of the government. These are, however, usually 
thought of as non-business enterprises. In the field of the so- 
called public utilities there is some government ownership, but 
for the most part private ownership with government regulation 

1 Principles of Economics, 3d ed., 1921, Vol. II, p. 434. 



176 


SOME CASES OF SOCIAL CONTROL 


is the rule. The utility that is most commonly owned by the 
government is the water system of cities. Some cities own the 
plants which manufacture and supply artificial gas and there 
are some cases of city ownership of electric power plants and 
of railway lines, but for the most part private ownership is the 
rule with us. 

In European countries government enterprise has been carried 
much further as the following quotation indicates: 

“ Monopolies on tobacco, gunpowder, matches, salt and camphor; 
ownership and exploitation of coal mines, oil lands, water works, heat, 
light and gas works, railways, telephone and telegraphs; operation of 
stone works and china and porcelain factories, public nurseries, baths, 
hotels, theatres, banks; printing and publishing, all forms of insurance, 
grain elevators, slaughtering houses, drug stores, lotteries, restaurants, 
and cold storage warehouses may be mentioned as some of the busi- 
nesses in which national, state and local governments engaged. This 
list could be swelled almost indefinitely.” 1 

This quotation is also applicable in some extent to Australia 
and New Zealand. The United States, among the modern in- 
dustrial nations, is the classical land of private enterprise. But 
changes are under way here, especially in the form of govern- 
ment regulation. 

The Advisability of Government Enterprise. — The question 
as to the advisability of government ownership as compared 
with private owners turns largely on two questions. First, that 
of efficiency in the production of the goods or service concerned, 
and second, that of the prices of the goods and service to the 
public. The two questions are closely related, but they may 
profitably be considered separately. 

(1) Efficiency in Government Enterprise . — The question of 
efficiency in any enterprise turns on considerations of the ability 
and interest of the persons employed and on the freedom of the 
officers to conduct experiments and effect improvements. As 
between government and private ownership the point is often 
made that persons in the employ of the government are less 
efficient than are the persons who are employed in private in- 

1 National Industrial Conference Board, Tax Burdens and Exemptions, 
1923, p. 5. 
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dustry. The best men, we are told, do not go into government 
service, but into private enterprise. Further, it is argued that 
political considerations determine appointments to the many 
positions and thus that even if the most able men were inclined 
to enter public work, they would not necessarily be selected in 
competition with persons who were less able but who were more 
useful to the politicians in control. This may be true of govern- 
ment work in certain times and places and not be true in others. 
That is, under certain conditions the most efficient persons in a 
community may be in government service and under other con- 
ditions this may not be the case. There is nothing in the 
nature of government industry per se that will lead to the 
persons therein being less efficient or more efficient than are 
the persons in private industry. Whether the most able persons 
will tend to enter government service or private industry will 
depend largely on the general social ideals that prevail. 

Individual men act very largely as their fellow men expect 
them to act; they respond to stimuli as they have been condi- 
tioned to respond. If military service on the part of young men 
is extolled, as it normally is during a war, the young men enlist; 
if athletic prowess is honored, as it is to-day in American uni- 
versities, students give their attention to this form of activity; 
if business success is given public approval, as is the case to-day, 
especially in America, men strive to make money. There are 
apparently some exceptions to the general rule in respect to these 
three forms of activity. Responses are not uniform. Some men 
do not go to war; some students are not greatly interested in 
athletics; and some men do not pursue their economic interests 
whole-heartedly. These exceptional cases often indicate merely 
a difference in conditioning. Some persons, for example the 
Quakers, are taught that physical combat is never justifiable 
and so do not respond to the general social appeal which is 
made during a war. They respond to a small social group rather 
than to the larger one. A similar point may be made in regard 
to the conduct of some students so far as athletics is concerned, 
and to the conduct of some men as regards money-making. 

Men are primarily social. Some unusual persons seem to be 
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but little affected by the standards that prevail but, broadly 
speaking, the prevailing standards determine individual con- 
duct. This point was emphasized, it will be recalled, in an early 
chapter that deals with the institutional character of our eco- 
nomic system . 1 

The application of this to the point at issue is that the degree 
of efficiency that prevails in business, whether owned and oper- 
ated by private individuals or by the government, will depend 
largely upon the ideals that prevail. If service to the govern- 
ment is approved, capable men will enter the political service 
who would otherwise not do so. Thus, political service has long 
been more highly approved in England than in the United States 
and as a result far more young men of ability have entered on 
public careers there than have done so here. Further, if men are 
expected to be honest and efficient in individual enterprise but 
are expected, by certain groups at least, to follow other stand- 
ards in government enterprise, we may expect that government 
work will not be conducted efficiently and honestly. Hence, 
whether the government service will or will not attract the most 
able men, or whether such men will or will not be zealous in the 
government service, will depend largely upon whether able men 
are expected to do such work and expected to do it well. 

In illustration of the preceding argument, reference may be 
made to the public schools of this country. The schools and 
universities that are under government control have, it seems, 
been administered as efficiently as the schools and universities 
that have been under private control. The men and women who 
hold positions in the public educational institutions are, appar- 
ently, no less efficient and no less zealous in their devotion to 
duty than are those who are employed in the privately owned 
institutions. This condition prevails, as argued above, because 
all the general social ideals demand efficient and zealous service 
in this line of work. 

As indicated above, however, the general tradition here has 
been that private enterprise rather than government service 
offers a fitting career for men of talent. As part of the general 

1 Chapter V. 
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condition, politics have been regarded with disfavor to a consid- 
erable degree. The opinion has prevailed that capable men do 
not go into government work. There have been exceptions to 
this, particularly in the field of education, but as a general rule 
service in government agencies has not been extolled with us. 
There is, however, something of a movement away from this 
traditional attitude. Public service is to an increasing degree 
offering attractive careers to capable men. The extensive work 
of regulating public utilities, for example, has led to the enlist- 
ment of the services of a very considerable number of highly 
capable and efficient men in this form of government activity. 

Interestingly enough, many of the men who are now giving 
excellent service to the government as members of public utility 
commissions occasionally argue against government ownership 
on the ground that the most able men in the community would 
not go into such work. They fail to appreciate that the same 
considerations which have prompted them to undertake the 
work that they are doing would be similarly applicable in in- 
ducing them to take positions of responsibility in the industries 
concerned if they were owned and operated by the government. 

It must also be kept in mind, in discussing this question, that 
many private enterprises are reputed to be managed very in- 
efficiently. This was the conclusion, it will be recalled, of the 
committee of engineers that investigated the wastes in American 
industry a few years ago. 1 Further, one point that is frequently 
made to the effect that the work of a government is conducted 
inefficiently, is to an increasing degree applicable to private in- 
dustry. That is, the work of government offices tends to be 
impeded by a mass of rules, which are popularly known as “red 
tape,” but a similar condition tends to prevail in large scale pri- 
vate enterprise. The very fact of largeness in size tends to make 
the operation of private businesses subject to the same check 
upon freedom that is often encountered in government work. 

It must also not be forgotten in considering this question that 
political corruption in respect to public utilities may be very pro- 
nounced under private ownership, as our history well shows* 
1 Chapter XVI, “Industrial Management.’* 
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The railway interests of the country seem to have controlled the 
United States Senate for several years near the turn of the cen- 
tury, and during this period the public utilities in many cities 
apparently owned the government and used it to their advan- 
tage. And recently there have been charges that private owners 
of public utilities are exerting undue pressure in attempting to 
control legislation. No system of political control can be suc- 
cessful if the people do not have high political ideals. But as 
between government ownership and private ownership with 
public control there is reason to believe that if political corrup- 
tion prevails, regulation would be preferable to government 
ownership. The political jobs would be fewer under the scheme 
of regulation. On the other hand, since government ownership 
would increase the responsibility of political leaders and voters, 
it might in such a case lead to an improvement in the general 
condition. Further, the substitution of government ownership 
for private ownership would in some cases reduce the economic 
interest that certain persons have in the government concerned 
— they would no longer profit as a result of their ability to have 
political leaders make favorable decisions in respect to rates and 
service. Hence, the evil influence of such persons on the poli- 
tics of a community may be removed as a result of government 
ownership, and the public utilities in question might thus be 
operated more efficiently under government ownership than 
under private ownership. 

The freedom to undertake experiments and to devise new 
methods and perfect new processes is essential to a high degree 
of efficiency in enterprise. It is often argued that government 
undertakings tend to be less efficient than private enterprise 
because there is not so much freedom in the one line of work as 
in the other. This is perhaps generally true. Individual owners 
may spend money on experiments, and may scrap equipment 
that has been superseded by new equipment, when persons in the 
employ of the government would not feel free to do so. On the 
basis of this consideration Professor Taussig argues that an in- 
dustry is not ripe for government ownership until it has passed 
the stage of experimentation. Despite the fact that there is 



GOVERNMENT OWNERSHIP 181 

some merit in this consideration, here as in the aspects of the 
question already discussed, much depends upon the tradition of 
the community as to what is advisable. It is conceivable that 
public officials might be as free in this particular as are the offi- 
cers of a large private corporation. 

Although the preceding analysis suggests the possibility of a 
high degree of efficiency in government industry, if the general 
public demands it, it implies that if government ownership 
should be considerably extended to-day the industries involved 
would perhaps not be conducted efficiently. The standards 
for public service are not high and political favoritism is still 
widespread. Especially, if a large number of employees were 
involved, the jobs and wages in some communities might be 
traded for votes. But this very condition being known to the 
people, means that government ownership will not be extended 
appreciably, if at all, in the near future, if regulation is proving 
to be reasonably successful. Believing that government enter- 
prises would not be conducted efficiently, the people will nor- 
mally refuse to sanction this form of ownership and control. 

Another application of this point is that if government owner- 
ship is extended this will be done gradually. If it comes to be felt 
that this is desirable in, say, the giant power industry, this will 
be undertaken. But this will not be done unless a majority of 
the people come to favor it, or are believed by the legislators to 
favor it or to be acquiescent concerning it. And, it may be re- 
marked, government ownership should not be undertaken unless 
the sentiment for it is so marked that it is clear that the com- 
munity is definitely committed to government ownership. This 
would mean, first, that a high degree of efficiency would be 
demanded of the officials in charge of the work, and, second, 
that the administrators in charge could make plans and expect 
to carry them through. This second condition is very impor- 
tant. If administrators are subject to the fear that the project 
may be abandoned soon, they cannot be expected to do as well 
with it as they would otherwise do. 

(2) Prices to Consumers. — The prices, or rates, that are 
charged by public utilities have a marked bearing on the ques- 
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tion of the advisability of government or private ownership. 
Rates tend to vary with the degree of efficiency that prevails. 
If private ownership and operation are more efficient than gov- 
ernment ownership and control, rates will tend to be lower 
under this plan. This, however, is not the invariable rule. A 
high degree of efficiency may result in great profit to the owners 
rather than in low rates to the public. While marked efficiency 
would mean that the social cost of producing the service in 
question was low, public sentiment might be intolerant of the 
receipt of large profits by private owners and insist upon gov- 
ernment ownership in order to correct the situation, if it could 
not be done by regulation. 

Regulation of public utilities tends to reduce rates to cost, but 
as suggested above, the rules applied by commissions and by the 
courts are not uniform. Frequently rates are approved that 
seem to many persons to be very unjust to the public. Recently, 
for example, there has been considerable protest against 
certain decisions of the United States Supreme Court in which 
reproduction cost was taken as a basis for rate determination 
rather than original cost. This meant, it was argued, that the 
people were called upon to make payments on sums that had not 
been contributed by the owners. It is contended by many per- 
sons that such decisions further the cause of government owner- 
ship. This conclusion is undoubtedly sound. If regulatory 
commissions and the courts do not. fix rates that appeal to the 
public as just, the demand for government ownership and opera- 
tion will inevitably increase. Also, as noted above, undue in- 
fluence in politics on the part of public utility interests will tend 
to further the cause of government ownership. 

Public and Private Industries Compared. — Comparisons are 
frequently made between publicly owned and privately owned 
enterprises with a view to determining the relative efficiency of 
the two methods. These comparisons are often made in a very 
partisan manner. The one making the comparison is usually 
anxious to prove that one or the other method of ownership is 
preferable, rather than to determine the issue in a coldly scientific 
manner. Thus the data that are presented are usually carefully 
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selected in view of the conclusion desired. But even if one is not 
actuated by a partisan bias, it is difficult to get much light on the 
question at issue by a comparison of data of public and private 
undertakings. All other things are so seldom equal that the 
conclusions usually have but little validity. The size and loca- 
tion of plants, the methods of keeping accounts, the attitude of 
the public, and the efficiency of the administrators who happen 
to be in charge are all variable factors. 

The Trend in Respect to Government Ownership. — There 
appears to be but little likelihood that government ownership 
will be greatly extended in America in the near future. Regula- 
tion, when it is effective, tends to give all of the advantages that 
could be secured by government ownership and usually if regu- 
lation is not effective, government ownership would not prove 
to be successful. Generally speaking, regulation by the various 
commissions appears to be carried on very effectively to-day. 
This condition, as noted earlier, makes it less likely that govern- 
ment ownership will be extended than would otherwise be the 
case. 

There is, however, likelihood that government ownership may 
be undertaken to some degree in the fields of giant power. This 
is especially probable in those cases in which government owned 
water power sites are to be used for the generation of electricity. 
It is being argued that the state governments, or in certain cases, 
the national government, should not give public power sites 
over to private companies. This is being urged in the case of 
the Muscle Shoals development on the Tennessee River and the 
Bowlder Dam project on the Colorado River that are under the 
control of Congress. The private power interests are fighting 
desperately to have these sites turned over to them. They are 
maintaining powerful lobbies in Washington and have engaged 
very capable men to conduct u educational campaigns against 
public ownership. The zeal of the private owners suggests that 
government ownership would be advantageous to the general 
public. Government ownership might prove that electric power 
could be developed so cheaply that rates of privately owned 
plants would have to be scaled down to prevent an extension of 
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government ownership. The work of generating electric power 
seems to be well suited to government operation, as compared 
with most kinds of business endeavors. The problems involved 
are technical in character, rather than problems in personnel 
administration. Trained men could easily be secured to con- 
duct such work. Another phrasing for this is that the number of 
employees would be few, and thus the most troublesome prob- 
lems from the point of view of political control would not arise. 

The railroads of the country were operated by the national 
government during the World War for a period of a little more 
than two years. There are differences of opinion in regard to the 
lessons to be learned from this experience. J3ut when the roads 
were given back to the owners they were subjected to more 
government control than had been exercised previously. The 
problems involved in the government ownership and opera- 
tion of the railways are far more difficult than those involved in 
the generation of electricity, for example. The burden of proof 
is clearly upon one who would substitute government ownership 
for private ownership subject to government regulation. The 
issue will no doubt turn upon the success of regulation. If good 
service prevails at low rates, the present method will doubtlessly 
be continued, but if not, public ownership will be strongly ad- 
vocated and perhaps adopted. 

Professor Taussig, from whom we quoted earlier, says in re- 
gard to the railroads: 

“ Should it (regulation) not prove successful, the next step must be 
public ownership once for all. My own judgment is that ultimately 
this step will be taken and should be taken. The march toward public 
management may indeed be slow. A half-way plan like that estab- 
lished in 1920 may endure for a considerable period. But the radical 
change will come in the end. Just as supervision and control by com- 
missions began modestly, first with mere supervision and publicity, 
then with growing control, finally with regulation of minute details as 
well as of the general rate of return on capital; so the plan of delegated 
management, of a sort of partnership, will be followed by complete 
assumption of ownership and management. Democracy sooner or 
later must undertake this great adventure.' 5 1 

1 Ibid., p. 440. 
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The following quotation from the decision of the United 
States Supreme Court in a case involving the constitutional 
power of the state of North Dakota to undertake the ownership 
and operation of grain elevators, flour mills, banks, and insurance 
companies, is interesting in this connection. The case involved 
especially the right of the state to collect taxes and use them in 
support of these industries: 

“The other jurisdictional element presents the question whether the 
bill shows a case arising under the Fourteenth Amendment. That de- 
pends on whether the purpose for which the laws here assailed seek to 
use the taxing power is private or public. When a state enters a new 
field of taxation, as North Dakota has in these laws, that question is 
always raised. It was urged against laws to establish public schools, 
and publicly owned water, gas, and electric plants, with the same 
vehemence as it is now urged against present laws. The line of legisla- 
tive power has been steadily advanced as society has come to believe 
increasingly that its welfare can best be promoted by public as distin- 
guished from private ownership of certain business enterprises. Laws 
which at one time were held invalid, have at a later period been sus- 
tained by the same court. No judge can investigate judicial decisions 
rendered during the past ten years without being impressed with the 
rapid extension of state activity into fields that were formerly private. 
The twilight zone that separates here permissible from forbidden 
state action is broad. Business which will seem to one court to be 
public will seem to another to be private.” 1 

PROBLEMS AND EXERCISES 

91. In the light of the discussions that you have had with business 
men in regard to the advisability of government ownership, do you be- 
lieve that the first quotation from Professor Taussig is sound? Give 
illustrations to prove your point. 

92. How do you account for the fact that there is so little govern- 
ment ownership in the United States as compared with the amount 
which is found abroad? 

93. Does the point in the text relative to the effect of social ideals 
on the conduct of government employees seem to you to be sound? 
Give illustrations pro or con. 

94. Do you believe that an extension of government ownership 
would tend to purify or corrupt politics? Discuss. 

1 Scott et al. v. Frazier et ah, 258 F d. 669, 1919, quoted in M. G. Gleaser, 
Public Utility Economics , 1927, p. 680. 
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95. “The Supreme Court boosts government ownership.” This 
statement was used in a discussion of a case in which the Supreme 
Court overturned the findings of a public utility commission. Under 
what conditions would there be merit in the contention of the author 
of the article in question? 

96. Does it seem to you that it would be advisable for the national 
government to enter into the giant power business? 

97. Is the point of view expressed in the quotation from the United 
States Supreme Court in line with the position taken elsewhere in this 
book? 
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TRADE UNIONISM 

Trade Unionism. — In the preceding chapters we have con- 
sidered several cases of social control in the field of business 
organization. We come now to a consideration of social control 
in the field of labor relations. Here, as in the field of business 
organization, the subject divides itself into two parts: namely, 
social control by autonomous, group, action and social control 
by p olitical legislation . Autonomous control in the field of 
labor relations takes two forms: namely, that of associations of 
employers in resp ect to labor relations a nd^assoc.^ 
ployees. It is to the a ssociations of employees that ou r attention 
will be especially directed in this chapter. 

These associations are most commonly known as trade unions, 
but various trade unions are differentiated from each other as 
craft unions, industrial unions, and labor unions. A craft union 
is made up of workers in a certain craft or kind of work, as 
plumbers, iron molders, theater stage hands, or railway en- 
gineers. An industrial union is composed of persons employed in 
a given industry, and thus may include persons who perform 
many diverse kinds of work. By a labor union i s usually meant 
an organization of a group of laborers working at different crafts 
and in different industries. Such a union is usually very tem- 
porary in character and of but little significance. But, to repeat, 
the ter mJmdc union is the inclusive on e. 

The Purpose of the Trade Union. — Trade unions arise as 
do associations of business men for the purpose of serving the 
economic interests of the members. The most fundamental pur- 
pose to be accomplished is that of restricting competitive bid- 
ding among themselves. If the carpenters in a given locality 
combine into a union and mutually pledge themselves not to 
bid against each other for employment, that is, if they mutually 
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agree not to work at less than a certain wage, say $1 per hour, 
they will be more likely to secure this wage than if each car- 
penter without regard to the others, bargains with the building 
contractors or other employers for a job. In short, the im- 
mediate purpose of the trade union is to restrict price competi - 
tion (wage competition) among the members. How well the 
union can succeed in this will depend on the control that it ex- 
ercises over the available labor supply of the given type of labor, 
and on the elasticity of the demand for it. This point will be 
discussed more fully later. There may still be considerable com- 
petition among the members of a union for the available jobs 
at the price that it set, but there is some disposition on the part 
of unions to check even this kind of competition. 

Trade unions also serve other purposes than the simple one of 
restricting price competition among the members. They are, to 
s ome ex t ent, clubs and appeal to the soci al and m Mlactual 
i nterests of the wage earners . Several unions also serve as 
insurance societies for the members. These are, however, minor 
purposes. 

Broadly speaking, a trade union is like an association of 
business men. The primary purpose in both cases is to serve the 
economic interests of the members and, further, in both cases 
the immediate economic purpose to be served is the restriction 
of price competition among the members. But under the law, 
business men are prohibited from making agreements not to 
compete against each other. Associations organized for this 
purpose are illegal, as has been emphasized in the two preceding 
chapters. Trade unions, however, are not illegal. Wage earners 
may form into a combination for the expressed and avowed pur- 
pose of raising their wages and yet not be amenable to the law 
for such conduct. Why is it that the same principles of law 
do not apply to trade unions as to business organizations? If 
our government, as the courts so often say, is one of laws and 
not of men, why are wage earners permitted to do that which 
is condemned when done by business men? 

The Legal Position of Trade Unions. — In answer to the above 
question, it must first be noted that in the early days of trade 
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unionism they were condemned as illegal combinations. Not 
only were the principles of the common law invoked against the 
organizations of workingmen in England that were being formed' 
during the latter part of the eighteenth century, but parlia- 
mentary statutes were enacted to give formal legislative sanction 
to the common law principles in respect to such combinations of 
laborers. T he anti-combination acts of 1799 and 1800 w ere the 
culmination of a long series of acts intended to strengthen and 
supplement the common law doctrine relative to the illegality 
of labor organizations. This line of procedure was similar to 
that which was followed in respect to the organizations of busi- 
ness men in the United States during the late seventies and 
eighties, as was noted in a preceding chapter. These business 
combinations were illegal at common law, but statutes were 
enacted by both the states and the national government to give 
formal legislative sanction to the common law principles. 

This British legislation turned largely upon the idea of con- 
spiracy. While it was legal for one person to refuse to work for 
an employer at other than a particular wage, the position taken 
was that if two or more persons mutually agreed to hold out for 
a given wage such action made them guilty of a conspiracy to 
injure the employer. The idea was also emphasized that the 
members of a trade union were guilty of restraint of trade as a 
result of restricting competition among the members thereof. 
These laws were enforced only occasionally, but the fact that 
the compositors of the London Times were sentenced to prison 
for terms ranging from nine months to two years for ordinary 
trade u nion activity indicates that the law had teeth when t he 
magistrates desired it to have. 

In the United States, too, the early trade unions were under 
the ban of the law. In a case in Philadelphia (1806) involving 
b oot and shoe workers, the Recorder inJus charge to the j ury 
said: “A combination of workmen to raise their wages may be 
considered in a two-fold point of view; one is to benefit them- 
selves, the other is to injure those who do not join their society. 
The rule of law condemns both.” The jury in this case 
found the strikers “ guilty of a combination to raise their 
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, wages " and they were fined $8 each together with the costs of 
the suit. 1 

In 1823, in the New York Hatters' case, the judge said, 

Journeymen confederating and refusing to work, unless for 
certain wages, may be indicted for conspiracy. . . . Journey- 
men may each singly refuse to work unless they receive an ad- 
vance in wages, but if they refuse by preconcert of association 
action they may be indicted and convicted of conspiracy." 2 

This legal situation was soon altered both in England and in 
the United States. In England the combination acts were re- 
■ pealed in 1824 and J^Si ai^’elv as a resuLLof t hewlgorous leader- 
ship of Francis Place, “the benevolent tailor of Charing Cross." 
And in the United States the courts at about the same time 
began to accept the trade union as legal when it sought to raise 
wages or shorten hours. In general the rule came to be that 
trade union activity was legal if the men were seeking to help 
themselves but illegal if the primary purpose was to injure 
others, as, for example, non-union members or employers. 

To note further the legal position of trade unions as compared 
with combinations of business men, the jClayton Act, our m ost 
recent antitrust states that trade unions are 

not illegal combinati ons. Undoubtedly, no American court 
would to-day question the right of a union to exist, although the 
courts may, and often do, restrict the unions in their attempts 
to carry out their fundamental policy of controlling the labor 
market. 

The Bargaining Disadvantages of Wage Earners. — To re- 
peat the question propounded earlier, why is it that the trade 
unions have come to be considered differently before the law 
from combinations of business men? The fundamental reason 
for the difference in the two cases is undoubtedly to be found in 
what may be called the general spirit of democracy. The same 
notions of justice and of sympathy for the “under dog" that 

1 T. S. Adams and H. L. Sumner, Labor Problems , p, 189, quoted by 
Douglas, et al., The Worker in Modern Economic Society , 1923, p. 625. 

2 G. G. Groat, The Study of Organized Labor in America , 2d ed., 1926, 
p. 38. 
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lead to opposition to monopolies formed by business men, lead 
to the encouragement of trade unions. The monopolistic com- 
bination on the part of business men is normally one that im- 
poses upon competitors and takes advantage of the general 
public. In the economic struggle such combinations normally 
have a marked advantage over the other persons in the economic 
group. In contrast with this, the workingman is usually in. a , 
position in which he may be imposed upon by the employer./ 
Indeed, unless the wage earner is a member of sTumb^^ 
ployer may impose wages and conditions of work upon him that 
do not seem to be equitable to the general public, and at times 
even the power of the union will not secure “fair” wages. 

In short, in the modern industrial system with its dominant 
large scale enterprise, the wage earner is at a marked disadvan- 
tage with the employer in thejiiaking of the labor bargain. In 
the first place, the wage earner is usually without any money 
reserve. Wages are lamentably low, thus not sufficient to make 
it possible to save adequately for periods of non-employment. 
Even in high-wage America only a very low percentage of the 
wage earners get as much as SI, 500 per year. 1 Hence, it is nor- 
mally necessary that employment be secured at once in order 
that the worker may take care of himself and his family. The 
employer may be in need of help in his industrial establishment, 
but his needs are usually not nearly so urgent as are those of the 
wage earner. Whether the employer hires an additional half- 
dozen men on one day or runs his plant without them is perhaps 
a matter of indifference to him, but to the half-dozen men con- 
cerned this may be a very vital matter. 

In the second place, entirely apart from the necessitous condi- 
tion of the employee as compared with the desire of the employer 
for laborers, the employe r is usually a sk ille d bargainer, while 
the wage earner is not . That is, the employer is skilled in the 
technique of making contracts, and if he is particularly success- 
ful, this normally means that he is unusually skilled at beating 
down the price of the person with whom he is bargaining. 

There is still another, a third, factor involved in the relation 
1 See Chapter LVI. 
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between the employer and the wage earner in the making of 
labor bargains, and that is that employers very frequently have 
u nderstandings with each other, if not formal agreements, as t o 
t he wages that they will pay for given grades of la bor. Groups 
or associations of employers also often agree that one will not 
hire a person who is already employed by another member of 
the group. Such understandings and mutual agreements mean, 
of course, that employers are not competing against each other 
for their labor supply. This, obviously, places the wage earner 
at a serious disadvantage in the labor bargain. 

These disadvantages of the wage earners, as compared with 
the employers, have in many cases resulted in very harsh terms 
of employment. In coal mines, textile districts, and other places 
where a single industry has been dominant, low wages, long 
hours, and insanitary conditions of work have been very marked. 
In such localities, an employer has often further imposed upon 
the wage earners by making payments to them not in the form 
of money but in the form of orders (due bills) upon a store owned 
by the employer. Then, too, in such localities, houses have in 
many cases been furnished by the employer and the workers 
were subject to ejection at any time that they made complaints 
to the employer in regard to the conditions of employment. 

In general, then, there have been marked practical differences 
between the position of the wage earner and that of the employer 
in the making of the labor contract, and it is out of this difference 
that has come the disposition on the part or the public generally 
to accept the trade union as a justifiable combination. This dif- 
ference between the attitude toward trade unions and that 
toward business organizations in regard to the right to make 
combinations and curtail price competition is a striking illustra- 
tion of the general acceptance of the principle of social control. 
Practically, the economic society is conceived as an agency for 
the realization of what is regarded as a good life, and it is ad- 
justed to that end. The economic forces are not regarded as 
immutable forces that are beyond the control of man. If the 
application of one principle to groups of business men and an- 
other principle to wage earners seems to effect a good adjust- 
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merit, then these two divergent principles of social control are 
followed. 

Union Organization. — The typical trade union in its organ- 
ization closely resembles any ordinary association or club. 
First, we have various local units called locals, or chapters, and 
these are organized into national or international associations. 
The term national association is self-evident. An international 
union in the United States is one that has locals in either Canada 
or Mexico in addition to the locals in the United States. None 
of our so-called international unions have locals in the European 
countries. The various unions have scales of membership dues 
and fees which differ greatly, varying according to the general 
wage scales which prevail in the different lines of work. Each 
union, both in its local chapters and in the national organization, 
has the usual arrangement of officers and committees that is 
found in college fraternities and other societies. 

The most reliable data in regard to the extent of trade 
unionism in America are found in a book by Leo Wolman, pub- 
lished in 1924 by the National Bureau of Economic Research. 
According to Wolman there wer e 124 national and jMernaiin iafrl 
unions in the United States in 1923. This was nine less than 
the number which he gives for 1920. Of these unions, 107 in 
1923 were affiliated together in what is known as the American 
Federat ion of Labor. 

The American Federation of Labor, as the title indicates, is 
merely a federation of independent unions. The officers of the 
Federation have no power over the various unions except as the 
unions may accept the advice and suggestions of the Federation 
or of the officers of the Federation. In other words, the A. F. of 
L. has no power to call strikes nor to compel any union to accept 
any particular scale of wages or working conditions. The A. F. 
of L. does, however, exercise considerable power because of the 
vigor of its leadership and also because of the desire of the unions 
to remain affiliated with the Federation, for, of course, it pos- 
sesses the power to expel unions from its membership. 

A few of the strongest unions in the United States are not 
affiliated with the A. F. of L.; for example, the four leading 
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railway brotherhoods; namely, the unions of the locomotive 
engineers, firemen, railway conductors , and brakemen are not 
wrEn^ Clothin g Workers is 

another im portant u nion jfchat does not have membership in 
the X F. of” L. 

Craft unionism is by far the dominant type in the United 
States. There are only two industrial unions of any considerable 
consequence. These are the United Mine Workers of America 
and the Amalgamated Clothing Workers. The former of these 
is affiliated with the A. F. of L., but, as just noted, the latter 
is not. 

In regard to the relationship of the various unions it is inter- 
esting to note the conclusion of Professor Hoxie, who at the time 
of his death was one of the most able students of the labor move- 
ment in the United States. Hoxie concluded that there is no 
such thing as unionism as a single, unitary thin g. He said : 

“ There are in the United States today hundreds of union organi- 
zations, each practically independent or sovereign and each with its 
own and often peculiar aims, policies, demands, methods, attitudes, 
and internal regulations. Nor is there any visible or tangible bond, 
however tenuous, that unites these organizations into a single whole. 
Groups there are indeed with overstructures and declared common 
aims and methods. But group combats group with the bitterness 
that can arise only out of the widest diversity of ideals and methods. 

“A slight acquaintance with the history of organized labor shows 
that this situation is not unique, and at the same time furnishes the 
apparent clues to its explanation. It reveals the fact that unionism 
has not a single genesis, but that it has made its appearance time after 
time, independently, wherever in the modern industrial era a group 
of workers, large or small, has developed a strong internal consciousness 
of common interests. It shows, moreover, that each union and each 
union group has undergone a constant process of change or develop- 
ment, functionally and structurally, responding apparently to the 
group psychology and therefore to the changing conditions, needs, 
and problems, of its membership. In short, it reveals trade unionism 
as above all else essentially an opportunistic phenomenon.” 1 

The above quotation from Hoxie represents a somewhat ex- 
treme point of view. In developing this idea, Hoxie emphasized 

1 Trade Unionism in the United States, 1917, p. 33. 
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the differences among unions rather than their likenesses, but as 
the quotation implies, H oxie recognized that there was, after alL 
a fu ndamenta l unity i n unionism: that is. that it represents^ 
desire on th e part of a group of laborers to band together in order , 
to further their economic interests. 

TheExte^^ The statistics in regard to trade 

unionism necessarily differ somewhat according to the time of 
the year or the plan followed in gathering statistics. Wolman, 
in his study, to which reference has just been made, concludes 
that in 1923 there were a total o f 3.780,000 t rade unionists in 
the United States, of whic h 2,926,468 w ere within the A. F. of L. 
These figures are somewhat less than those for 1920, at which 
time the corresponding figures were 5,110,800 and 4,078,740. 
Wolman further classifies these union members into fourteen 
divisions, with membership for 1923, as follows: 

TABLE 2 

The Extent of Trade Unionism in the United States in 1923 1 


Mining and Quarrying 415,400 

Building Trades 844,400^ 

Metal Machinery and Shipbuilding 358,300 

Textile 37,500 

Clothing 308,400 

Leather 73,100 

Transportation 948,300 i 

Paper, Printing and Bookbinding 151,100 

Lumber and Woodworking 10,600 

Chemical, Clay, Glass and Stone 45,300 

Food, Liquor and Tobacco 86,300 

Restaurant and Trade 59,100 

Theaters and Music 107,600 

Public Service 172,200 

3,780,000 


It is interesting to note that almost one-fourth of the total 
trade unionists, according to this table are in the field of trans- 
portation, an d that almost an e qual number are in the building 
t rades. Approximately two-thirds of the total are found in 
these two divisions and in mining and quarrying. 

1 Wolman, The Growth of American Trade Unions , 1924, pp. 120-123. 
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A very significant question in regard to the number of trade 
unionists has to do with the proportion which such number 
bears to the total number of wage earners eligible to union mem- 
bership. Data are not available in regard to the total number 
of wage earners in the above groups. But on the basis of a 
somewhat different classification Wolman reached the conclu- 
sions which are given in the following table: 


TABLE 3 

Per Cent of Wage Earners Organized in Major Divisions of 
Industry, 1920 and 1910 1 



1920 

1910 

Extraction of Minerals ... 

41.0 

27 3 

Manufacturing Industries 

23.2 

11.6 

Transportation 

37.3 

17.1 

Building Trades 

25.5 

16 4 

Stationary Engineers 

12 4 

4.6 

Stationary Firemen 

19.9 

9.6 

Trade 

1.1 

1.0 

Professional Service 

5 4 

4.6 

Clerical Occupations 

8 3 

1.8 

Domestic and Personal Service 

3.8 

2.0 

Public Service 

7.3 

2.5 


In regard to trade unionism in general, Wolman estimated 
that in 1910, 9.4 per cent of the eligible wage earners were in 
unions and that by 1920 the percentage had risen to 18.7. He 
concludes: 

“Compared with the total numbers of wage earners in this country, 
trade union strength as measured by its membership was relatively 
twice as great in 1920 as in 1910, . . . Roughly one-fifth of the w age 
earners of the country were members ofj abor organizations; whereas 
in 1910 something like one-tenth were so orgamzedT In other words 
in 1920, after 10 years of very substantial growth in numbers, about 
four-fifths of the general category of wage earners were not members 
of unions.” 2 

In short, trade unionism in the United States is still very weak. 
In contrast with the extent of unionism here, It is interesting 
1 Wolman, op. cit, p. 86. 2 P. 85. 
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to note that in England where the total population is about 
one-third that of ours, the number of .trade union ists is over., 
twi ne the, number in thi s countr y. 

Collective Bargaining. — As indicated above, the primary 
principle of trade unionism is collective bargaining. This means 
that a mutual agreement as to the minimum terms that will be 
accepted in regard to wages, hours, and conditions of work is 
reached by the union and rigidly adhered to in the bargain with 
the employer. There must be no price cutting by competitive 
wage earners. In the creed of unionism there is no greater sin 
than cutting below the established standards. One who does so 
is a “scab,” a “blackleg," a “snake." 

A corollary to the general principle of collective bargaining 
is that in the case of agreements with the employer the bargain- 
ing shall be conducted by a business representative of the union. 
Such officers are sometimes called “walking delegates." Em- 
ployers, particularly those who oppose the organization of their 
employees into unions, often object vigorously to dealing with a 
union representative. They insist that they wish to deal only 
with their own employees. The union sympathizers argue that 
an employer takes this position only when he is opposed to the 
principle of unionism and because he realizes that the business 
representative is a more fearless bargainer than is an employee of 
his firm. 

Clearly, the position of the union representative before the 
employer is far different from thab oln^ He does not 

l ook to the e mployer for preferment. H ie need not fear that he 

wililos^^ any employee who demands more favor- 

able terms of employment is in danger of incurring the ill-will 
of the employer and thus may be denied opportunities for wage 
increases or other advancement. The union representative, 
f urther, is em ployed b y the union and thus his job becomes o ne 
of improving the economic welfare of the members of the union. 
Hence, he tends to be alert to all opportunities to advance wages 
or to reduce hours. If he is hig hly skilled, he comes to under - 
stand thamarket for the labor of his union men and the degree 
of business success that is being enjoyed by the employers in 
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the industry concerned. He thus knows when it is good policy 
to ask for an increase in wages and when it is desirable to refrain 
from making an increased demand. Occasionally, a union rep- 
resentative is hired away from the union by an employer. But 
in general, the union representative feels committed to living 
his life within the circles of unionism and attempts to win suc- 
cess by improving the position of the men within his union. 

Trade Agreement. — T he culmination of collective bargai n- 
i ng is an agreement between the wage earners and the emp loyer 
and is commonly called a trade agreement. A trade agreement 
may be only an oral bargain in regard to wages and hours, or it 
may narrate in great detail the various points that are involved 
in the relationship between the wage earners and the employer, 
including specifications as to the procedure to be followed in 
case of disputes between the two parties. 

The detailed trade agreement is the logical development of 
trade unionism. It indicates on the side of the employer an 
acceptance of the union and a willingness, if not desire, jointly 
to agree with the union as to the personnel policies that are to 
be followed in his plant. The trade agreement has been fittingly 
called a “ constitution for industry,” 1 meaning that it is a formal 
statement of the rights and privileges of the wage earners in an 
industry, and that it also provides the machinery for the adjust- 
ment of disputes. 

There have been many notable examples of trade agreements 
in American industry. One of the most significant is found in 
the men’s clothing industry between the Amalgamated Clothing 
Workers and the emplo yers, among which are the firms o f Hart 
ScE ffineFX’TTarx' and^ This agreement speci- 

fies in detail the rights of the employees through the union. It 
provides for shop committees in the various plants to consider 
disputes as they arise from time to time and in case of disagree- 
ment upon any point between the employees and the employer 
it provides for an impartial chairman whose duty it is to hear 
the case and make a decision that is to be binding upon the two 

1 W. M. Leiserson, Constitutional Government in American Industries, 
American Economic Review, March, 1922, Vol. XII, supplement, p. 61. 
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parties. In most districts the position of impartial chairman has 
been filled by professors of economics. This agreement is re- 
newed from time to time but dates from 1916 when the Hart 
Rchaffner & Marx firm first accepted it at the conclusion of a J 
bitter strike. Since that time the union has been extended into 
other plants and the agreement applied therein. 

The various persons who have studied the procedure under 
this agreement express great admiration for it. The employers 
concerned say that it has given them a high degree of order in 
their plants, whereas conditions were chaotic before the union 
became firmly established. Additional evidence of the success 
of this trade agreement is found in the continued strength of the 
union — the Amalgamated Clothing Workers — despite the fact 
that the clothing industry has experienced dull times during the 
past few years. 

* The point which was made in the discussion of commercial 
arbitration in the preceding chapter can be repeated here con- 
cerning the arbitration of labor disputes under an agreement 
such as that to which reference has just been made. The ex- 
perience of these arbitrators has been that at the outset many 
cases were appealed to them, but that as their work continued 
the number of cases declined. The making of such decision s 
tends to build up a code of conduct — to establish standar d 
yrac ^eTanHTE^tends to^prevent disputes from arising . 

The Open Shop and the Closed Shop. — The terms “open 
shop ” and “ closed shop ” are frequently used in connection with 
the problem of trade unionism. Each of these terms has differed 
in meaning from time to time in the past and, indeed, is currently 
used to indicate more than one condition. The most common 
use of the term “closed shop” means that in a particular in- 
dustry or iirm only trade unionists may be employed: that is, 
that the shop is closed to non-unionists. Under such an arrange- 
ment the union itself may be either open or closed. That is, 
under a closed shop it may be possible for a non-unionist to 
secure employment if this is agreeable with the employer, but 
such a person would be required to join the union. This wouldL 
ths iLbe an open union in a closed shop. B ut, if the union in 
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a closed shop should follow the policy of greatly restricting 
its membership, it could properly be described as a closed 
union. 

By the term “open shop” is most commonly meant a condi- 
tion in which union members will not be hired or, if they are 
hired without the employer’s knowing that they are members of 
the union, he will seek an early opportunity to dismiss them. 
That is, a so-called “open shop ” is usually one that is rathe r 
t ightly closed against unionists. Such a shop wou& be desig- 
nated more accurately if the term ^ non -union shop j were used. 
Employers who are opposed to unionism, however, prefer the 
term “open shop” because it connotes a degree of freedom and 
openness which is commonly regarded as a desirable state of 
affairs. Here, as elsewhere, the dominant group likes to use a 
pleasant term to indicate a condition that promotes its interest, 
and to use a displeasing term to indicate a condition that is' 
opposed to its interests. This is a favorite method with all 
groups. Labels are a popular form of argument. What might 
properly be called an “open shop” would be one that is open to 
either union or non-union workers. 

The term “preferential” is often used in connection with these 
other terms; for example, if preference is given to union mem- 
bers, but if non-union members are not excluded, this condition 
could be designated by the term “preferential union shop.” 
This, by the way, is the method followed in the clothing 
industry under the agreement with Amalgamated Clothing 
Workers. When an employer desires additional workers the 
union is asked to furnish them, but if the union cannot do this 
the employer is then free to hire non-union workers. 

The Strike. — The trade agreement, as indicated, is the 
culmination of a bargain between the wage earners in a union 
and the employer or employers. \lt connotes peace betw een the 
two parties. But peace does not always prevail between the 
union and the employer. The employer may refuse to deal with 
the union or he may have been dealing with a union for some 
time but refuse to accept the proposals of the union representa- 
tives in regard to terms of employment . One of the weapons 
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which is commonly used by the trade union to force the ac- 
ceptance of its terms by the employers is what is known as a 
strike. A strike is a concerted absenteeism from work by the 
employees. The employees during the strike do not leave the 
employment of the employer in question. They stop work and 
hold on to their jobs at the same time, or at least they attempt 
to hold on to their jobs by insisting that no other persons shall 
be permitted to take their places. 

Interesting questions arise in regard to the legality of a strike. 
There seems to be no question among the courts that the strike 
is a perfectly legal method of conducting negotiations for the 
labor agreement if the purpose of the strike is merely to im- 
prove the position of the wage earners, in regard to wages, hours, 
and working conditions. If, however, the purpose of the strike 
is to injure non-union members, or to injure the employer, the 
courts may hold that it is an illegal performance and an injunc- 
tion may be granted by the court ordering the trade unionists 
to discontinue the strike. Or, while holding that the purposes 
of the strike are legal the courts may take the position that the 
methods used are illegal, and issue an injunction to enjoin the 
strikers from continuing to use the methods in question. It 
may be that other methods cannot be substituted and thus the 
strike will be in effect prohibited. 

The ma tter nf picketing is intere sti ng in relation to this phase 
of the problem. If the usual strike is to be successful, it is nec- 
essary that pickets shall be used; that is, it is necessary that 
members of the union shall be stationed about the plant in 
question in order to induce other persons not to take the places 
of the strikers. During the coal strike of 1927 an injunction wasj 
issued in Ohio enjoining the use of pickets who could not speak: 
English. Such an injunction might make it impossible to carry 
on a strike that is declared by the courts to be legal. Further, i 
in regard to picketing, the courts uniformly hold that picketing 
is illegal if it amounts to intimidation. 1 

What is called a sym pathetic strike is usually declared to be 
in violation of the law. This is a strike by a group of persons 

1 Bee B. Blum, Labor Economics , 1925, pp. 135-140, for citation of cases. 
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who are not seeking to improve their own position but are wish- 
ing to exert pressure in order to improve the position of other 
persons who are striking for an improvement in their terms. 
Thus, in the construction of a building, if the carpenters should 
go on strike, a strike by the masons in order to exert further 
pressure upon the contractors to accede to the demands of the 
carpenters would be a sympathetic strike. 

Strikes are not solely of union origin. There are innumerable 
instances of rebellion by workers against the conditions of their 
employment. But most of the strikes grow out of unionization, 
or of the conditions that lead to the formation of a union. An 
entire group can hardly quit an employment at one time with- 
out a mutual agreement or understanding to do so. Strikes vary 
in number from time to time. During a period of rising prices 
strikes are frequently numerous, as employees seek to force 
employers to share their profits through an increase in wages. 
The rising cost of labor in such a period may also be a factor in 
causing employees to press for an increase in wages. Then, too, 
during a period of falling prices “ desperation ” strikes may take 
place as employees seek to resist cuts in their wages, or to prevent 
the substitution of an open shop for a union shop. Many em- 
ployers recognize a trade union during a period of prosperity, 
when the demand for laborers is great, and later as unemploy- 
ment develops, seek to institute the open shop. Such policies 
on the part of employers tend to be bitterly opposed by trade 
unionists. 

The strike is at times a very effective weapon, but it is a some- 
what dangerous one. The result may be disastrous for the union, 
and at best it is likely to cost the employees much in the form of 
lost wages. The general cost to the community may be marked, 
as the cessation of work in one industry may interfere greatly 
with the condition of business in other fields of employment. 
This is especially true if there is a strike of large proportions in 
transportation or mining. The wage earners in the state of 
Pennsylvania are said to have lost over $28.000,00 0 in wages as 
a r esult of strikes d uring Th e loss from the 

British coal strike during 1926 was tremendous. Over a million 
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men were on strike from May until late in the fall. This was 
thT greatest~in3ustrial stoppage in the history of modern in- 
dustry. Not only did the miners lose heavily in the form of 
wages, but other laborers lost wages because of the unemploy- 
ment that resulted in other industries on account of the short- 
age of coal and also because of the reduction in the demands of 
miners for goods. All unions like to have the employer feel 
that a strike is possible if the laborers do not get satisfactory 
terms, but the older unions are very reluctant to resort to 
strikes. 

The Settlement of Strikes. — Many attempts have been 
made to force the speedy adjustment of strikes by provisions 
for com pulsory arbitration under government authority. These 
schemes have almost all failed to work, when the decision of 
the tribunal has been adverse to the wishes of the laborers. 
Individual wage earners, of course, can be induced to work 
only as the terms of employment are agreeable to them. “ In- 
voluntary servitude” cannot be exacted. And the members of 
a trade union, as a group, cannot normally be forced to submit 
to terms that seem to them to be unreasonable. This point is 
discussed again in a following chapter. In Canada, a method 
of prohibiting strikes or lockouts in certain lines of industry 
pending an investigation by an official body has been successful. 
This plan has been introduced into Colorado. 

The United States Department of Labor and also most of the 
state departments of labor stand ready to use their good offices 
in the arbitration of labor disputes whenever requested to do 
soT^bytheparties concerned. T h^ the 
national Department of Labor was created in 1913. From 
then-urntil tlie*“eiose of the fiscal year 1927 it had handled 
8,048 disputes involving directly and indirectly approximately 
11,000,000 employees. 

‘ ‘ Duri ng the past five years, 2,558 cases, involving some 2,800,000 
workers, havebeeh^referrUi^to the eonciliation^ervice, and in from 84 
to 87 per cent of the cases settlements have been reached. The average 
of cases handled per month during the five-year period is 51. 

“The service at the end of 1926 has before it for settlement 68 cases 
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involving the relationship between men and management. These 
cases are from 17 states.” 1 

Boycott. — The boycott is another method that is used by 
t rade unionists to enforce their demands upon employers. W hat 
is called a primary boycott amounts to the refusal to purchase 
'the goods of a particular employer with whom the union is in 
disagreement. A secon dary boycott amounts to the refusal to 
patronize a person or firm which is not a party to the original 
'dispute but which is patronizing the_j niplnyeni^oncexned. For 
example, a group of stone workers in Indiana at one time served 
notice upon a theater company that they would not patronize 
the theater if the theater troupe continued to stop at a certain 
hotel with which the stone workers were having a dispute. This 
was a case of secondary boycott. 

In California the state courts have held that boycotts are 
legal* but in most of the state courts and in the "United States 
Supre me Court they have been held to be illegal — to be in re- 
straint of trade, or conspiracies to injure another. The laws of 
strikes and of boycotts are thus different. Men may agree to 
withhold their labor — to strike — and they may seek to induce 
other workmen to join them, provided they do not resort to in- 
timidation, or otherwise act illegally; but they cannot legally^ 
" agree to withh old their trade. The distinction is seemingly not 
bas^^ says, on this point: 

‘'Judicial opinions of to-day on the boycott sound so very similar 
to judicial opinions of two generations ago on the strike that the 
historical view seems to be the only valid one in explanation of this 
difference. Organized strikes are not new and the rights and obliga- 
tions in connection with them have been somewhat adjusted to the 
rights of man. Organized boycotts are new, and such rights and obli- 
gations as logically belong to them have not yet been properly sub- 
ordinated to the more fundamental rights of man. It does not seem 
possible that any reasoning can endure for long that views the intent 
in a strike as of itself virtuous and that of a boycott as of itself vicious.” 2 

The Label. — Another method used by trade unionists to 
increase their power is the label. The idea involved is that 

1 Handbook of Labor Statistics, 1924-192 6, Bulletin 439, United States 
Department of Labor, p. 44, and Annual Report of Secretary of Labor, 
1927, p. 17. 2 G. G, Groat, op. cit, p. 294. 
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goods which arc pro duced by union workers shali^h eanja^iahcl 
and that union members shall be discouraged from purchasing 
articles other than those bearing the label. In other words, the 
label is used to extend purchases of union-made goods. Quite 
obviously, the power of the label to coerce employers varies 
greatly according to the nature of the product. It is particularly 
effective in the case of goods such as cigars and men's clothing 
that are purchased by men and are readily recognized as either 
bearing or not bearing the union label. Other methods by 
which traHehmlons attempt to improve their economic position 
will be discussed in the following chapter. 

PROBLEMS AND EXERCISES 

98. Compare the ability 7- of a wage earner to get the maximum 
wage that competition will permit, with the ability of a dealer in raw 
material to get the maximum price that competition will permit. In 
how many respects do they differ? 

99. “It is generally considered bad form for an employer to entice 
an employee away from a fellow employer b} T offering an increase in 
wages." Is this true? If it is, how do you account for it? Does it at 
all explain trade unionism? 

100. “If w T e had perfectly free competition among employers and 
perfect mobility among employees, labor unions would be of no avail 
in determining wages, save as they limited the number of wage workers 
in particular employments." Argue in support of this statement. 

101. Do you approve of the favored position that trade unions 
have had in the courts, as compared with associations of business men? 

102. Summarize Hoxie's point. Discuss its validity. 

103. How do you explain the fact that trade unions have so little 
strength in the United States, as compared with England? 

104. “A trade agreement is like a constitution." Is this true? 
Discuss. 

105. Is there any reason why employers should prefer to use the 
term open shop rather than the term non-union shop f 

106. “A strike may be legal but it may be illegal fco carry it on." 
Is this true? Discuss. 

107. Give an original illustration of what would be a primary 
boycott; a secondary boycott. 

108. Does Groat's point relative to the legality of boycotts seem 
to you to be sound? Discuss. 
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TRADE UNIONISM (< Continued ) 

Restriction of Output. — To continue the discussions of the 
methods used by trade unions in their attempts to further 
their economic interests, attention will first be given to what is 
k nown as restriction of outpu t. The introduction of machinery 
has been opposed time out of mind, maximum standards of 
output have been set, and more laborers than are really neces- 
sary have been insisted upon. The fact of such restrictive rules 
and methods is beyond dispute. Further, there can be no 
question that the restriction of output, except to conserve 
physical strength, is in the long run contrary to the social in- 
terest. There is not just so much work to be done: improved 
methods cannot permanently displace labor. Increased eco- 
nomic efficiency cannot point toward starvation and squalor. 

As more goods are produced per hour there are more goods 
to be divided and also more hours of leisure to be enjoyed. 
This is abundantly proved by contrasting the situation in the 
United States to-day with that of twenty-five years ago in re- 
spect to total output, the general standard of living, and the 
average hours of work. As noted in Chapter YI, output has 
greatly increased during the past quarter of a century and hours 
of work have declined. Further, to judge by the dwelling houses 
of a typical American city and the number of automobile 
registrations, the standard of living has risen appreciably. And, 
also, the proportion of unemployment has presumably not in- 
creased. Our satisfaction in regard to the standard of living 
of the great mass of our population, and the normal volume of 
unemployment should be greatly restrained, but the point to 
be made is that industrial “progress” has not made our society 
less satisfactory in these aspects. 

We must not fail, however, to note that the benefits of im~ 
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provements in effi ciencyv4 suallv accrue to the laboring popu- 
lation^ Immediately, great suffering may 

be visited upon the individuals who are thrown out of work 
because a new machine is introduced, or a new method is used, 
or a faster pace is set. It is in large part as a protection against 
the calamity of unemployment that trade unionists oppose 
changing conditions that would increase output. To be sure, 
the unemployment is only during the short run in the life of a 
society, b ut it may bn ^hm^Jndi^To^A he displaced workers 
who wish to eat thre eJnxn.es a day. 

Restrictions upon the o utput per worker have, also, often 
been imposed because of the practice by employers of speeding 
up workers and then cutting the rates of pay. Such practice 
has been so persistently followed by many employers, that 
laborers, who are organized and are able to offer resistance, 
insist upon a “ go-slow” policy on the ground that nothing is 
to be gained by working rapidly. In some cases, the resistance 
to speeding up efforts have undoubtedly been in the interest of 
health and long time working efficiency. 

A discussion of the restrictive methods of trade unionists 
would be incomplete without reference to the restrictive methods 
o L-business me n. The fundamental purpose of monopoliza- 
tion is to restrict output and, as everyone knows, business men 
are not unfavorable to the acquiring of monopolies if the law 
permits. Further, aside from monopolization, manufacturers 
usually seek to control their output in view of the market. They 
do not wish to produce more than ^can be sold at a “fair” pric e. 
This is only a gentle name for the curtailment of output. To 
this end, as stated in a preceding chapter, trade associations 
seek to assist their members and have, in this particular, re- 
ceived the commendation of the United States Supreme Court. 
Thenjjoo, th e purchase. ..and^uimrfissio n of patents is frequently 
practiced and is condoned by law. It may also be mentioned in 
this connection that public men and business leaders have fre- 
quently advised the farmers of the nation during the past few 
years to curtail output that they might enjoy larger profits. 
.Wage earners alone do not deserve to be scolded on this point. 
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But to prove that others practice restriction of output is not 
to prove that it is defensible in unionists. Some of the restric- 
tive practices of the unions are merely the restrictive practices 
of monopolists, and are, accordingly, indefensible, but some 
of them are, as indicated above, in the interest of the health of 
workers and others are devices to ease the cost to laborers of 
improved methods in industry. The canons of justice demand 
that the cost of industrial progress should be borne by society 
as a whole, and not by the most defenseless groups. Compensa- 
tion should be provided until the displaced workers have been 
inducted into industry again. Until this be done, resistance to 
improvements by unionists cannot be wholly condemned. 

It should be noted here that trade unions are coming to ap- 
preciate more fully than they have in the past that labor as a 
whole can get more, only as more is produced. Leading officials 
of the American Federation of Labor have recently offered to 
cooperate with employers in making industry more efficient and 
have roundly insisted that an increase in output is to the inter- 
est of laborers as well as to the interest of employers. The offi- 
cers of the Amalgamated Clothing Workers have also taken a 
very advanced position in regard to the importance to the cloth- 
ing workers of making the clothing industry efficient, and to th is 
end they have pledged the ir cooperation. 

Restrictions on Membership. — In some of the unions, a cle- 
liberalmai^^ to keen down the number of work ers 

in thejtrade... The method used may be to charge a very high 
admission fee or limit the number of apprentices. This cannot 
normally occur unless a given line of work is strongly organized, 
for if non-union workers are employed, the union cannot by 
restrictive measures on membership improve its position. In- 
deed, under such conditions a union normally offers every in- 
ducement that it possibly can to secure new members. The 
general lack of strength in American unions would thus point 
toward the conclusion that restrictions upon union membership 
cannot be widespread. Further, even if a trade is highly or- 
ganized, a policy of exclusion, if the demand of employers is 
growing, would be hazardous, as the number of non-unionists 
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might be thus increased and the position of the union weakened. 
The findings of investigators are in agreement with the conclu- 
sion of this analysis. While there have been just complaints on 
this score in some districts, especially in the building trades, 
such instances are said to be rare . 1 

Limitations upon the Power of Unions. — Like almost all 
groups in our soci ety most unions are sha rnlvJirniledJ^ 
they can do for their members. As indicated in the preceding 
paragraph, each union must always have an eye upon the actual 
or potential non-unionist in its line of work. The analysis con- 
cerning monopoly price in Chapter XXIII is in point here. In- 
deed, this is identical with that problem for this is a question 
of what laborers can accomplish as monopolists of the labor serv- 
ice in particular trades. As noted in that chapter, Jhe elastic ity 
of demand is a vital element in this respect. Thus, as a group of 
laborers — for example, brass workers — force up their wages 
the rise in the price of brass might so cut off the demand that the 
brass industry would suffer and laborers would be discharged. 
Plumbers are perhaps in a strategic position in this particular 
as the demand for their services tends to be highly inelastic. 
This profi ts them but little, however, because of the disposit ion 
of non- unionists to enter this li ne of work as wages rise. 

Inelasticity in demand for labor service is also found in 
specialized forms of work in industries jfhat use expensive equip- 
ment. Any one kind of labor service in such an undertaking 
tends to represent such a small portion of the total expense that 
what is paid for it is of but little moment. The case is similar 
to that of those consumers’ goods that represent but a small part 
of the usual family budget . 2 In the railroad business, for ex- 
a mple, the outlay for the services of locomotive engineers i s a 
relatively sma ll portion of the total expe nse. This coupled with 
the importance of having very competent men in these positions 
gives the Brotherhood of Locomotive Engineers a very strong 
bargaining: position . But aside from a few such cases, the mem- 
bers of a union are sharply limited in what they can get for 
themselves. They can if they are skillful get more than they 
1 See Groat, op. tit., pp. 354-358. 2 Sec Chapter XX. 
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would normally get if bargaining individually with the em- 
ployers, but not very much more. The alternative choices of 
consumers, and the competition of laborers with each other, 
not to mention the influence of employers, limit all of the unions, 
and sharply limit all but the few that are in very strategic posi- 
tions. This would be true, too, if all laborers were members of 
unions. 

The Opposition of the Employers. — Many employers oppose 
trade unions very vigorously. Indeed, the usual experience in 
A merican indus tries has been that employers ref use^to accept 

t he principle of unionism so long as there is any alternat ive. 

Lot other words, the usual employer has refused to deal with his 
employees through the union representative so long as it has 
been possible to refrain from doing so. That is, in the usual 
case, the union has been accepted and recognized by the em- 
ployer only when he has been forced by a strike to accept it. 
The opposition of the employers has, further, taken the form 
of the organization of associations to combat trade unionism, 
or the use for this purpose of associations that also serve the 
other common interests of employers. 

Many employers give lip service to the principle of unionism. 
They admit that organization is a prominent characteristic of 
present day economic life, and say that they believe in unionism 
so long as the unions are properly conducted. This philosophy 
of employers was well put by Mr. Dunne in the following col- 
loquy between his two famous characters: 

“'But/ said Mr. Hennessey, ' these open-shop min ye menshun 
say they are f’r unions iv properly conducted/ 

“'Sure/ said Mr. Dooley, 'iv properly conducted. An’ there we 
are: an’ how would they have thim conducted? No strikes, no rules, 
no contracts, no scales, hardly iny wages, an’ dam few mimbers.’” 1 

L TheJIafi_Q£Jhe Injunction, The use of the injunction bv 
the courts in the case of labor disputes is a very effective weapon 
against trade unions, and, as this implies, the use of the injunc- 
tion is particularly resented by unions. An injunction is an 

1 From F. P. Dunne in the Literary Digest , LXVII (November 27, 
1920), quoted in Douglas, et al., The Worker in Modern Economic Society , 
1923, p. 611. 
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order by a court enjoining (forbidding) a certain person or 
persons from performing certain designated acts that are likely 
to injure another person. This device of the courts has a very 
long history. In the early English law, the king had the power 
to sa y “X forbid” in answer to a request for ^rote ntion from 
some imminent danger. This was intended to prevent the in- 
jury by stopping the aggressor rather than by promising him 
punishment after the damage was done. This power of the 
king was later delegated to chancellors and finally it was trans- 
ferred to the Courts of Equity. 

In the issuance of injunctions there cannot be definite legal 
standards. Whether the injunction was to be issued in the 
early days depended upon the conscience of the king, that 
is, it depended upon whether he believed that it was advisable 
in the particular case to issue the order forbidding the conduct 
in question. Similarly in the matter of a modern court, the 
issuance of the injunction depends upon whether the judge 
believes that the order should be issued. 

When an injunction is disobeyed, the person doing so is guilty 
of contempt of court and is liable to fine or imprisonment as or- 
dered by the judge. The Clayton Act limits this slightly as it 
provides that in certain cases one who is held to be in contempt 
of court may have the right of trial by jury. This applies, 
however, only to the question as to whether the order of the 
court has actually been disobeyed and has no reference to the 
question as to whether the order should have been issued in 
the first place or not. 

Since Jdie question of the granting of an inlnnd ioii^dnr^^ 
upon the.4udicial conscience, it follows that the social and 
political philosophy of the judges wilL^d nterrmne their action 
in this particular. More especially the issuance of an injunction 
in any one case will depend upon the notion of the judge as to 
the validity of trade unions in general, and as to the validity 
of the particular practice which he is asked to enjoin. Judges 
are for the most part conservative in their thinking. In other 
words, their sympathies are with the owner-employer group 
rather than with the wage-earning group. Hence, they are 
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inclined to give the protective power of the injunction to em- 
plovers who request its use against striking emp loyees. 

The first use of the injunction in a labor case occurred in 
Massachusetts, in 1888, forbidding a group of strikers from 
displaying banners in an attempt to prevent other p erso ns from 
taking their places. Injunctions have since been issued to re- 
strain trade unions from picketing, by other means than carry- 
ing banners, from boycotting, from conducting sympathetic 
strikes, and from advocating the continuance of a strike, to 
mention only a few cases. One of the most sweeping injunctions 
that have ever been issued came in 1922jiuring thm sljllmmL.the 
railway shop me n. In this injunction, which was very elaborate 
and extensive, union officials were forbidden among many other 
things “to do or say anythi ng” t o induce any person to aban- 
don employment on the railroads. In short, officials were en- 
joined from using their influence to promote the continuance of 
the strike. 

The fact that the injunction is a relatively new weapon 
against labor, dating only from 1888, suggests that it is not 
essential to law and order. Further, an injunction as used in 
labor disputes is also of recent development in that an injunc- 
tion could originally be issued only to prevent “irreparable 
injury” to property, which meant physical property. The right 
to buy or sell labor service was regarded as a personal right 
not a property right. To-day the right to hire laborers, to 
operate a factory, or to conduct business is regarded as a 
property right and injunctions may be issued to protect these 
rights in the case of labor disputes. 

Trade unionists are constantly clamoring for the discontinu- 

labor disput es. It seems 
clear that if they are to succeed they must alter the opinions 
of the judges. Any legislation that might be enacted by a 
state legislature or Congress limiting the use of injunctions 
would undoubtedly be declared by the United States Supreme 
Court to be unconstitutional, as in violation of either the Fifth 
or the Fourteenth Amendment to the United States Constitu- 
tion, Indeed, only recently a law was passed to this effect in the 
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state of Arizona and was held by the United States Supreme 
Court to be unconstitutional. The law resulted, so the Court 
said, in taking property without due process of law and hence 
was in violation of the Fourteenth Amendment to the national 
Constitution. 1 To repeat a point made in an earlier chapter, 
this indicates again the great power which the judiciary exer- 
cises in our country in the determination of the kind of eco- 
nomic system that we may have. 

Political Analogy. — An interesting analogy can be drawn 
between the development of trade unionism and the develop- 
ment of political democracy. Political democracy has a long 
history in England and America. One of the significant dates 
in this respect isJ L21A^ of England exacted the 

Great Charter from lung John. From that time on, bit by 
bit, political power was extended downward through the various 
classes un til universal manhood suffrage was granted in E ngland 
in 1884, and woman suffrage, during the World War. In the 
United States manhood suffrage did not prevail from the be- 
ginning. It was not secured until during the 1820 J s. A few of 
the individual states have had woman suffrage for many years, 
but ijL was only during the Wo rld War that the right to vote 
was extended to the women throughout the nation. 

As this long history of the extension of democracy is reviewed, 
the conclusion seems to be that such extension of political 
power was inevitable. As the successive groups became better 
educated and acquired a greater degree of economic power, it 
became impossible for the groups who were already possessed 
of political power to retain exclusive control. Similarly, so far 
as our industrial groups are concerned, as the wage earners have 
become better educated and have gained an improved economic 
position they, too, have demanded an increased degree of 
control over the determination of their wages, hours, and work- 
ing conditions. 

There has, perhaps, always been something of a feeling of sub- 
ordination on the part of the wage-earning group as a whole, 
but economic progress has caused increased numbers to strive 
1 Truax v. Corrigan, 257 U. S. 312. 
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for a larger share in control over their economic lives. This 
reach for power on the part of the wage-earning group seems 
to be as inevitable as the struggle for political privilege on 
the part of the population generally, and it is perhaps as im- 
possible for the employers as a group to prevent the gradual 
extension of the power of the trade unions as it was for the king 
and later the Barons to prevent a gradual extension of the right 
of political suffrage. 

The mistakes, or excesses, in the fields of politics and union- 
ism are also analogous. There has been a great deal of corrup- 
tion in politics. In America, especially, there has been a great 
deal of this. Voters have been bribed, city councils have been 
corrupted, state legislatures have been debauched, and high 
officials in the national Government have been untrue to their 
trust. Similarly, there has also been considerable corruption 
among trade unionists. Union leaders have betrayed their 
members and violated their agreements with employers, and 
criminal acts of violence have by no means been unknown. 
But these instances of corruption on the part of trade unionists 
do not point to the conclusion that unions must not be tolerated 
any more than do the instances of political corruption point to 
the conclusion that democratic government should be given up. 
There is no feeling among American people that democratic 
government shall be dispensed with despite its many short- 
comings. Just as logically, it seems, the conclusion is inescap- 
able that trade unionism will remain with us despite some of 
the evils that have attended the exercise of trade union power. 

Labor Partnership. — The trade union in our economic sys- 
tem has t hus far been largely a def ensive weapon. It has been 
QonceiveJjn^ a nd has had for 

its principal task the resistance to the practices of employers 
that have been deemed to be inimical to the interests of wage 
earners. This would appear to be a temporary phase of union- 
ism. It seems reasonable to believe that ultimately the trade 
uni on must come to be something of a owners- 

emriora raJii the gonductjQ^ establi sh- 

ments. This would mean that trade unions would come to 
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a ccept joint r esponsi bility with the employer for the, efficient 
conduct of industry. There arc several signs of this. The 
Amalgamated Clothing Work ers T as already noted, emphasiz e 
theirlnterest in the general efficiency of the industry and seek 
to promote its welfare. 

The following statement from the 1916 agreement of this 
union with the Hart Schaffner and Marx firm indicates the 
attitude of both parties in relation to the matter of partnership 
in industry: 

“On the part of the employer it is the intention and expectation 
that this compact of peace will result in the establishment and main- 
tenance of a high order of discipline and efficiency by the willing 
cooperation of union and workers rather than by the old method of 
surveillance and coercion. ... On the part of the workers it is the 
intention and expectation that they pass from the status of wage serv- 
ants, with no claim on the employer save his economic need, to that 
of self-respecting parties to an agreement which they have had an equal 
part with him in making.” 1 

The Baltimore and Ohio Railroad a few years ago entered into 
a working agreement with the trade union in the railway shop s 
which puts upon the union a large share of responsibility for 
the efficient conduct of the various shops. 

Considerable attention has been attracted to a scheme known 
as the Whitley Counsi^ during 

the World War. The plan was developed by a committee under 
the leadership of J. H. Whitley. It provides for a series of local, 
district, and national con noil s in which the .employers and the 
em ployees in any one industry shall have joint representation. 
The plan thus contemplates that the employers shall be or- 
ganized into a national association and also that the employees 
shall be organized into a national union^ It was believed that 
in this way order and regularity could be maintained throughout 
an industry. Such an organization tends to make the wages, 
hours, and working conditions the same in the various plants 
of an industry that uses the scheme. 

While this arrangement thus removes the possibility that com- 

1 Blum, ibid., p. 383, taken from J. R. Commons, Trade Unionism and 
Labor Problems , Ser. 2, pp. 534-535. 
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In. some, the organization follows that of the national govern- 
ment, there being a house of representatives, a senate, and a 
cabinet. The general rule is that the representatives of the em- 
ployees shall be elected by the employees in the various depart- 
ments or shops of a plant. The representatives then hold fre- 
quent meetings and make recommendations to the management. 
The representatives, too, through the committees which they 
appoint, act for the employees in controversies of any kind with 
the management. 

These schemes have had varying degrees of success in the 
different firms. In many cases they have tended toward the 
creation of a spirit of good will. The very fact of their estab- 
lishment tends to indicate that the employer is anxious to 
forsake the “drive policy,” in its crudest form, at least, and to 
enlist the voluntary cooperation of the employees. Very fre- 
quently the employees regard the plan with suspicion, but if the 
ma na gement is tactful and sincere the employees can usually 
be brought to accept the plan and to regard it as a means of 
furthering their interests. 

If an employee representatio n nlan snenaeds, it obviously in- 
troduces t he idea of partnership in industry . It permits the 
employee to make recommendations in regard to the terms of 
employment, and it gives the employer an opportunity to enlist 
the interest of the employees in the success of the business. Such 
an arrangement also opens the way for various forms of employee 
cooperations in matters of insurance, pensions, housing, and 
recreation. The last named feature is usually one of the first 
to be undertaken. This all tends to give the employee a stake 
in the successful conduct of the business which he does not have 
under the old hire-and-fire policy. 

Employee representation of the nature indicated may, as al- 
ready noted, function under a national trade union organization, 
as well as under a company union. But the two plans — one 
based on trade unions and the other on company unions 
differ sharply in their broader aspects. The employee repre- 
sentatives in a company union represent only the employees of 
the one plant or company, while the employee representatives 
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of a trade union represent also the employees of other firms in 
the industry in question. The prohkmsin-the one case amT hose 
of one firm, while 

m5u^ control of employees over wages, hours, and 

working co nditions is more definite and certain when all e m- 
plo ye^^er^^s^ ed. An improvement in terms cannot then 
he resisted by one employer on the ground that the terms of- 
fered by a competitor will not permit the improvement to be 
made. Resistance to advances must be based on the general 
condition of the industry as compared with other industries, 
and with the similar industry abroad, if the product is sold in a 
world market. 

The company union also, as contrasted with the trade union, 
does not per mit the employees to ha ve expert advice from out- 
side labor leaders in the presentation of claims and in the con- 
duct of negotiations. The employer, of course, always has at 
his command the service of personnel experts, lawyers, and in- 
dustrial engineers. Further, employees in a company union are 
far less able to put pressure on an employer by a threat of a 
strike than are employees that are organized into a national 
trade union. 

It is also contended by some persons that the company union 
plan does not offer employees as good an opportunity in the 
developme nt of mutual insura nce as is found in the trade union 
that represents large numbers of laborers scattered over a large 
area. Further, it may be argued that the trade union fosters 
the consideration of questions of labor legislation while the 
company union does not. The influence of the body of laborers 
on politics thus tends to be less if employees are grouped in 
company unions than if they are organized into trade unions. 
Finally, it is pointed out by the friends of the trade unions that 
emplo yers are organized into locaL groups and into national 
associations. They are not content to consider their several 
enterprises as separate and distinct from each other; they wish 
to establish common policies as regards prices of output and 
wages; they wish to hang together. The trade union offers a 
similar jorm of codperation to laborers . 
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T he above discussion points toward the con^]iL Aon.AliatJ^ 
company unions cannot in the long run be a _s nhstiiaite---f-ei t - 
theTrade unions. In many cases, they serve the interests of the 
laborers splendidly, and in some cases the trade unions, through 
faulty leadership, are inimical to the interests of the laborers. 
But generally speaking, the trade union gives to the wage 
earner a degree of cooperation with his fellows that makes it 
possible for him to advance his position in the economic society 
further than would otherwise be possible. If this is true, we 
may expect that trade unions will grow at the expense of com- 
pany unions. 1 

But regardless of the rel ative merits of company and trade 
unions, the existence of either is evidence of an improved po- 
s ition on t he part of the laborer. Personnel problems are re- 
ceiving far” more attention 'throughout industry than was 
the case only a few years ago. The democratic movement is 
being extended to the “ hewers of wood and the draw ers of 
waterT 

In further illustration of the extension of the idea of partner- 
ship in industry, attention may be called to the recent de- 
velopment in unemployment insurance. Jfa 1921, such a plan 
wa s provided in the Cleveland garment industry, affecting from 
‘2,500 to 3,000 garment workers affiliated with the International 
Ladiesn^armenf Workers 7 Union. The employers are required 
to build up a fund, or otherwise give guarantees, to make it 
possible to pay a portion of the regular wages to persons un- 
employed for more than twelve weeks a year. A somewhat 
similar insurance scheme was instituted between the Ama l- 
ga mated Clothing Work ers and the Chicago clothing manufac- 
turers in 192SU More than a million and a half dollars were 
paid out under this agreement during the year ending April 30, 
1925, The balance on hand on May 1, 1925, was $564,315. 
Insurance against unemployment has also been provided in the 


1 For an extended treatment of this subject see “Shop Committees/* 
by Paul II . Douglas, Journal of Political Economy , Feb. 1921. Quoted in 
E. S. Furniss, Labor Problems , 1925, p. 557. See also “Company Unions 
versus Trade Unions, ” H. R. Seager, American Economic Review y Mar. 
1923, 13 : 1. 



220 SOME CASES OF SOCIAL CONTROL 

clothing industry in New York City, and in the cloth hat and 
cap industry in several cities. A few unions in other lines of 
work have also secured insurance against unemployment from 
their employers, and several firms, as part of their general per- 
sonnel policy, guarantee a given number of weeks’ employment 
each year. All such provisions tend to mean that the wage 
earners arc given a degree of security in their jobs that they 
have not had normally. 

The development of profit-sharing schemes is also in line 
with an extension of the partnership idea. Many profit-sharing 
plans have been ill advised, and some have been deliberately 
instituted as a means of keeping wages down and reducing the 
cost of labor to the employer. Such plans have tended to be 
short-lived. Genuine profit sharing, in addition to the payment 
of regular or liberal wages, clearly increases the stake of the 
employee in the business, and gives him something of the in- 
terest of a partner. 

Tipper Class Attitudes. — It is worthy of comment that the 
prevailing upper class attitude is one of QPPQsi iii in to., an i m- 

proved position on the part of wage workers. T his is true even 
in democratic America, although it is less true here than in the 
countries where class lines are more definite than they are with 
us. An upper class position almost necessarily generates a feel- 
ing of superiority toward lower groups, which easily leads to 
the idea that the class differences are God-given, and that it is 
sacrilegious on the part of the lower groups to question the 
validity of the classification. Wages, hours, and conditions of 
employment that would be intolerable to the upper class per- 
son are very easily justified for the lower group. The lower 
groups ar ^expected to “keep their place / 7 and any tra nsgression 
is an almost unforgivable sin, even aspirations for an improved 
standard of living are often regarded as preposterous. Kip- 
ling’s idea that “The ColoneFs Lady and Judv,_G!Gradv are 
sisters under the skin” is normally foreign to u pper class 
thinking. 

To quote further from Kipling, class lines and class ideas are 
graphically set forth in his poem The Sons of Martha , which is 
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based on the scripture story of the visit of Jesus to the home of 

Mary and Martha. 

It is their care in all the ages to take the buffet and cushion the shock. 

It is their care that the gear engages; it is their care that the switches 
lock. 

It is their care that the wheels run truly; it is their care to embark 
and entrain, 

Tally, transport, and deliver duly the Sons of Mary by land and main. 

They say to mountains, ‘ Be ye removed.' They say to the lesser floods 
‘ Be dry.' 

Under their rods are the rocks reproved — they arc not afraid of that 
which is high. 

Then do the hill-tops shake to the summit — then is the bed of the 
deep laid bare, 

That the Sons of Mary may overcome it, pleasantly sleeping and un- 
aware. 

They finger death at their gloves' end where they piece and repiece 
the living wires. 

He rears against the gates they tend: they feed him hungry behind 
their fires. 

Early at dawn, ere men see clear, they stumble into his terrible stall, 

And hale him forth like a haltered steer, and goad and turn him till 
evenfall. 


As in the thronged and the lighted ways, so in the dark and the desert 
they stand, 

Wary and watchful all their days that their brethren's days may be long 
in the land. 

Raise ye the stone or cleave the wood to make a path more fair or flat; 

Lo, it is black already with the blood some son of Martha spilled for 
that! 

Not as a ladder from earth to Heaven, not as a witness to any creed, 

But simple service simply given to his own kind in their common need. 

And the Sons of Mary smile and are blessed — they know the angels 
are on their side. 

They know in them is the Grace confessed, and for them are the Mercies 
multiplied. 

They sit at the Feet — they hear the Word — they see how truly the 
Promise runs; 

They have cast their burden upon the Lord, and — the Lord he lays 
it on Martha's Sons! 
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An y economic society must utilize the principle of division of 
l abor, and it is inconceivable that the differen t lines of work 
sEould be of equal social importance, or should be rewarded 
equally in a society of private property. Differences in the 
social esteem attaching to different lines of work and differences 
in economic reward are vital aids to the placement of persons 
according to the social needs. But this purpose can be served 
only by freedom of opportunity to move from one class to an- 
other, and it is in no way defeated by the upward movement of 
entire groups. Further, in so far as proper placement can be 
secured with equality in economic reward and in social esteem 
the more ideal has the society become. The social implications 
of inequality will be more fully discussed in Chapter LVII. 


PROBLEMS AND EXERCISES 

109. Give an illustration in which it seems to you that a policy of 
restriction of output would be justifiable; one in which it would not 
be justifiable. Give an illustration of a restrictive policy that is not 
defensive, but that arises because of the desire of laborers to protect 
themselves. 

110. “ We must not merely permit the negroes to join our trade 
unions, we must insist that they do so.” — An iron and steel worker. 
Describe the general condition that you would expect to lead to such a 
statement of policy. Under what conditions would you expect the 
white workers to seek to exclude the negroes from their union? 

111. Is the quotation from Dooley fair to open-shop employers? 
Discuss and illustrate from your own experience. 

112. Suppose a case in which you would expect an injunction to be 
granted against strikers; one in which you would expect it to be denied. 

113. Mr. H. B. Endicott, senior member of the Endicott- Johnson 
shoe manufacturing company, said in an article in the New York Times 
of October 5, 1919, relative to labor councils within industrial establish- 
ments, “I do not see wherein they are of any good. ... It seems to 
me that the manager of the plant is pretty well informed as to what 
are the proper hours, wages, and conditions of labor. The fact that 
he has to have a council sit in with him and tell him what they are 
seems to prove that there is something radically wrong. If he is seri- 
ously interested in the happiness and well-being of his men he will do 
the right thing by them irrespective of a council or not.” Substitute 
a few words to make this a statement that a medieval king might 
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have made when discussing the advisability of having a parliament. 
Is this substitution fair to Mr. Endicott? 

114. Samuel Gompers, president of the American Federation of 
Labor, in testifying before the Senate committee that was investigating 
the steel strike in 1919 referred to the welfare work of the United States 
Steel Corporation as “ hell-fare work.” Account for his attitude. 

115. What is meant by partnership between employers and em- 
ployees in industry? Does it involve joint ownership? 

116. Suppose a case in which a profit-sharing scheme could not 
reasonably be expected to succeed; one in which it would. 
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LABOR LEGISLATION: CHILD LABOR AND 
HOURS AND WAGES 

Labor Legislation. — A very important form of control over 
labor relationships, as suggested by the preceding chapters, is 
that of legislation by the political governments. Shortly follow” 
ing the beginning of the Industrial Revolution, it became ap- 
parent that employers were imposing grievously upon the ir 
employ^ were made in legislation looking 

toward a correction of some of the most flagrant abuses in this 
respect. Such legislation was extended very slowly in the 
United States, but within the past three or four decades a large 
volume of labor legislation has been enacted. 

This legislation has encountered strong opposition because of 
t he spirit of individualis m which has prevailed in this country. 
The philosophy of individualism was widely accepted during 
the latter half of the eighteenth century, in America, England, 
and France. According to the accepted doctrines, men we re free 
to choose the kind of government that they w r o u ld haveT an^ to 
order the other phases of life as well. This philosophy helped to 
furnish a justification for the political independence of America 
from England, and not only influenced the structure of our na- 
tional Constitution and of the state constitutions but became 
firmly emb odied in the thought of thajpeople. The political 
orations of the revolutionary period, which were repeated 
throughout the succeeding generations, emphasized the liberty 
and independence of individuals , and our songs and stories ex- 
tolled the sanctity of the individual and the blessings of freedom. 
^ Er ^om TamH ^ liberty ” b ecame th n.. shibboleths of Americ a. 

Interestingly enough, at the time when these ideas were thus 
being formulated into the constitutions of our governments and 
becoming part of the national creed, economic forces were pro- 
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ducing a condition of interdependence that made it quite im- 
possible for the individuals in the wage-earning groups to 
exercise the degree of freedom of choice which had been posited 
in the conclusions of the political philosophers. But in the at- 
tempt to enact legislation to correct some of the evils which were 
arising out of the increased degree of interdependence, the po- 
litical presuppositions were effective barriers, and this situation 
prevails to some extent yet to-day. Throughout our national 
history one of our most puzzling problems has been how to 
adapt a system of judicature founded in extreme philosophic in- 
dividualism to the needs of organic society . 1 

This has been especially difficult because of the position of the 
judiciary in our political system. As suggested previously, our 
written constitutions necessarily throw upon the judiciary the 
power of interpretation. The national Constitution prescribes 
the power of the national government and at the same time 
restricts the activities of the various states, but the Constitutio n 
is at any one time whatffive of the nine Supreme Court jud ges 
think that it is, or think that it ought to be. The Court's power 
is especially great in the matter of labor legislation as well as in 
that affecting the regulation of other forms of economic conduct, 
because of the Fifth and the Fourteenth Amendments, as was in- 
dicated in the discussion of the power of the Court in regard to 
public utility regulation. The Court may declare unconstitu- 
tional and invalid the statutes of Congress under the Fifth 
Amendment as well as the statutes of any^tate under the Four- 
teenth Amendment, when they are deemed by a majority of the 
judges to take “life, liberty or property without due process of 
law / 7 that is, in an unreasonable manner. 

Very frequently the judges have held to an individualistic 
interpretation of social and economic conduct that has led them 
to declare unconstitutional laws of Congress and of the various 
states that have been passed in order to safeguard the persons 
in our society who are least able to take care of themselves in 
the face of the large scale organization of industry. 

1 Cf. A. C. McLaughlin, The Courts, the Constitution and Parties , 1912, 
Chapter V. 
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Child Labor. — The first law that was enacted regulating the 
labor of children came in Engl and in 1802. This law prohibited 
the employment in factories of children who were below the age 
of nine years, and it limited the labor of children above this age 
to not more than twelve hours per day. The terms of this legis- 
lation indicate a woeful state of affairs and suggest a crying ne- 
cessity for the legislation which was at that time enacted. Even 
this legislation was, however, bitterly opposed in England, and 
i t was not until 1833 that all textile mills were brought w ithin 
the operation of the law. Following this later date, additional 
legislation has been enacted from time to time in England. In 
1920, child labor was prohibited and eight hours per day were 
prescribed as the maximum working period for young persons. 

In the United States, labor legislation began in 1842 in th e 
enactment of laws in Massachusetts and Connecticut which 
established a maximum working day of ten hours for children 
under twelve in manufactu rlngaff ants and children under fou r- 
teen in cotton and woolen mills. Child labor legislation follow- 
ing this date was extended at a remarkably slow pace in view 
of the apparent need for such legislation. At the present time* 
however, all of the states, with the ex ception of Wyoming, have 
minimum age requirements for working children, and-Wyoming 
has a compulso ry school at tend j^^ the em- 

^oyi^irrof children during the time that the schools are in 
session. The age limit is fourteen for employment in factories 
and workshops in all of the forty-seven states having such laws 
with the exception of four states 1 in which the minimum age is 
fifteen, and three 2 in which it is sixteen. The minimum age 
prescribed for work in mines is higher in almost every state. A 
maximum number of hours that children may work per day is 
prescribed in all of the states except Georgia, and in all of the 
states maximum hours per week are prescribed. In Georgia and 
North Carolina, however, the weekly limit is sixty hours. Forty- 
eight is the maximum number permitted in most of the states. 3 

1 Maine, Michigan, Rhode Island and Texas. 

2 California, Montana and Ohio. 

3 Handbook of Labor Statistics, 1924-1926, Bulletin 439, United States 
Department of Labor. 
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Child labor legislation the various states has notjSB- 
countered the oppos ite legally 

wards of .oiireedom ~of * individual jcon- 

tract has not been applied to them. That is, the courts have 
never held that a law that restricted the bargaining rights of 
children or of parents for children was unconstitutional as in 
violation of the general principles of liberty and freedom of con- 
tract. National legislation on the problem of child labor has, 
however, in two significant cases been held to be unconstitutional 
on the ground that Congress had exceeded the power granted to 
it by the Constitution. 

National child labor legislation has long been advocated by 
students of the problem because many of the states have very 
inadequate laws on the subject. Further, the fact of inadequate 
legislation in any one state has made it difficult to secure legisla- 
tion in states that would otherwise have accepted it, since the 
employers that were to be affected by the higher standards have 
resisted such legislation on the ground that this would place them 
at a competitive disadvantage with employers in the states 
where lower standards prevail. Hence, it has seemed that it is 
only by n ational legislati on that it will be possible adequately to 
prohibitThe emp^ment of children throughout the country. 
Accordingly, i n 19.16 C&s^ress passed a law that in effect pro- 
hibited the employment of children under sixteen years of age in 
mines or quarries, and under fourteen years of age in factories, 
and also prohibited the employment of any child between the 
ages of fourteen and sixteen years in factories for more than 
eight hours per day or more than six days per week or during 
the night. 

The United States Constitution gives to Congress the power 
to regulate interstate commerce. It was on the basis of this 
grant of power that Congress passed this child labor law. The 
law provided that goods that had been produced in any factory, 
mine or quarry within the United States could not be shipped 
from one state to another if children had been employed in such 
establishments contrary to the terms just quoted, within thirty 
days of the time the goods were offered for shipment. This law 
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was held unconstitutional by the Supreme Court by a vote of 
five to four. “Over interstate transportation or its incidents/' 
said the Court, “the regulatory power of Congress is ample, 
but the production of articles, intended for interstate com- 
merce, is a matter of local regulation.” 1 

Following this adverse decision of the Supreme Court, Con- 
gress in 1919 passed another law embodying the same standards 
as to ages and hours, but it based this law upon the taxing 
power of Congress rather than upon its power to regulate inter- 
state commerce as in the previous law. The new law provided 
that a tax of 10 per cent should be collected upon the net 
profits of any employer using children in violation of the act. 
This law was also, declared unconstitutio nally! th only one of 
the nine judges dissenting. The Court took the position that 
if this law were valid Congress could under the guise of the 
taxing power exercise unlimited control over the affairs of the 
various states. That is, that political independence of the states 
would be destroyed and this would “ break down all constitu- 
tional limitation of the powers of Congress and completely wipe 
out the sovereignty of the states.” 2 

Hours of Women. — Legislation in England restricting the 
labor of women was enacted during the early part of the past 
century. They were regarded as wards of the state as were 
children. In the United States there has been less certainty 
on this point. The general principle of freedom of contract has 
been in part applied to them. A significant case in this respect 
arose in Illinois as a result of a law passed in 1895 which re- 
stricted the hours that women might work. This law was 
declared to be unconstitutio nal. It was held that to restrict the 
hours that women might work amounted to a confiscation of 
their property rights and hence was unconstitutional. 3 

But in 1908 the Supreme Court of the United States was 
called upon to make a decision in regard to a law passed in 
Oregon which prohibited the employment of women for more 

, 1 Hammer v. Dagenhart, 247 U. S. 251. 

2 Bailey v. Drexel, 42 Sup. Ct. 449. 

3 Ritchie v. People, 155 III 98 (1895). 
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than ten hours per day. It was charged, of course, that the law 
took away the property right of women to contract freely with 
employers, and hence, that it was in violation of the Fourteenth 
Amendment. A significant feature of this case was the compila- 
tion of a large mass of facts all of which tended to show that 
long hours of labor per day were injurious to the physical health 
of women and hence that the general vitality of the race tended 
to be impaired as a result of the employment of women for 
more than ten hours per day. The Court was greatly impressed 
by this array of testimony, and held that the limitation on 
hours oFworFwas" in theTSteresFoFthe general welfare and 
thus constitutional. In short, the Court concluded that while 
property had been taken — property rights restricted — this 
had not been done without due process of law, since the judges 
believed the law to be a reasonable one . 1 Later, the Supreme 
Court made a similar decision in regard to a law in Cali- 
fornia which limited the hours of women to eight hours per 
day . 2 The constitutionality mf laws limiting th e hours that 
women may wo rk thus appears to be settled beyond a nv doubt. 
Some regulation of women’s hours now prevails in all but five 
states; one-half of the states limit the hours to nine or less and 
a few to ten . 3 

It is worthy of note that the recent decisions of the Supreme 
Court were not based on the idea that women are wards of the 
state and thus that legislation might be enacted concerning 
them as it may concerning children. Rather, the decisions 
were based on the principle that the general welfare of the race 
may be impaired by the excessive work of women, and, there - 
fore, that the laws are not in conflict with the due process 
clause of the Constitut ion. 

Men’s Hours. — There has been but little legislation in the 
United States limiting the number of hours that men may work. 
Generally speaking, the courts cling to the theory of freedom 
of contract and individual liberty so far as men are concerned. 


1 Muller v. Oregon, 20S U. S. 412 (1908). 
^ Miller v. Wilson, 236 U. S. 373 (1914). 

3 S« Blum, Labor Economics , p, 58. 
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It has, however, long been recognized by the courts that a state 
legislature or Congr ess could properly limit the number of 
hours in public emp loyment. This rests on the fact that in such 
a case, a state ortEe nation is the employer, and hence the 
legislative body is regarded by the courts as acting within the 
usual power of an employer in determining the length of hours. 

The courts have also upheld the right of the states and Con- 
gress^ of hours that me n may w orkjnjbfce 

field of transportation. "ThelmpoiFtance to the general welfare 
oTnoTpormltting men to run or to dispatch trains when they 
are so exhausted as not to be able to exercise due care has led 
the courts to accept such regulation as reasonable. Laws im- 
posing a limitation upon the hours of men so engaged have been 
passed in over a majority of the states and also by Congress in 
respect to interstate transportation. 

In the field of what are strictly private employments, the 
courts have generally held that such restrictions by taking away 
the property right of men to bargain freely with employers in 
regard to the length of time that they may work, are an un- 
warranted interference with individual freedom and hence 
unconstitutional. But in the celebrated case. Holden v. Hardy. 1 
the Supreme Court held that a Utah statute limiting the hours 
of underground miners to eight per da}^ was constitutional. This 
means, of course, that the judges felt that it was reasonable to 
restrict the hours th at men might work underground to eight per 
day. A few years after this decision was made, the Court was 
called upon to make a decision in regard to a similar law enacted 
by the legislature of New York which limited the number of 
hours that men might work i n bakeries to ten per day. I n this 
case the Court held that th e law was unconstitutional . 2 It did 
not seem to the Court that it was reasonable thus to limit the 
hours of bakers. Hence, they concluded that the legislature had 
taken property without due process of law T . 

But within the past decade the Court has shown a more liberal 
attitude toward state legislation that regulates hours of men. 

1 169 U. S. 366 (1898). 

2 Lochner v. New York, 198 U. S. 45 (190—). 
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I n 1917 i t upheld an Oregon law that provided for a ten-hour 
day in every “mill, facto ry or manufacturing establ ishment,” 
with three hours overtime permitted at time and a half. Missis- 
sippi also has a general ten-hour law and a number of states 
regulate hours in specific industries despite Lochner v. New 
York. 1 The 1917 decision on the Oregon law suggests that these 
other state laws would be upheld, although, of course, the Court 
with its present personnel might refuse to be bound by the de- 
cision of the 1917 Court. 

The lack of legislation in regard to hours of labor In the 
United States is in sharp contrast to the situation in England 
and the European countries. The wage earners of these other 
countries have not been blessed with the legal freedom of liberty 
and contract which all wage earners have been presumed to have 
in this country. Hence, laws which limit the number of hours 
that employers may force them to work as a condition of em- 
ployment have not been regarded as encroachments upon their 
liberty and freedom. 

It is interesting, indeed, that our courts have construed re- 
strictive legislation in regard to the labor contract as being an 
encroachment upon the liberty of wage earners rather than as 
prohibitions upon employers in the interest of wage earners. 
This attitude on the part of judges grows out of the philosophy 
of individualism. wh i cL.-a^indicated above, carlvJae c^^ 
of the social and pohticalj j^^ 

tinued to be a stron&Jjj c^^ thinMnfiLflLp ur 

judges, regardless of th e fact that large scale industry has largel y 
remov^ of ....contract from wage earners. If 

the alternative to working twelve hours per day is starvation — 
if the employers of a community will not hire men for a shorter 
period — it becomes rather ludicrous to insist that a limitation 
upon such periods of employment is in violation of the liberty 
and freedom of the wage earners. 

Wage Legislation. — One of the early conditions faced by 
wage earners in many sections of this country was the pay- 
ment by employers in scrip, — du e bills or orders upon the_ 
1 Blum, op. cil, p. 61. 
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company’s store — rather than payment in cash. This was re- 
garded not only by wage earners but by disinterested persons 
as a very unfair method of payment. Laws were accordingly 
enacteiLiiLjnanv states^..imih iLit m.g the payment of wage s in 
other than cash. In some of the early court decisions upon this 
point, the learned judges found themselves horrified that such 
laws should have been passed. They declared that such laws 
meant that the wage earner was treated as if he were an imbecile 
and thus not able to make a contract for himself. The blessings 
of liberty of contract gave to the wage earners, so the courts held, 
power to make a bargain with an employer to work on any terms 
or have any manner of payment that might be mutually agree- 
able to the two parties. Finally, however, the United States 
Supreme Court took the position that such laws were constitu- 
tional, and has so held in several decisions. 1 

But in regard to the amount of wages that may be paid by 
an employer to an employee, the courts have generally held that 
this is not a proper subj ect for legislation. The parties must be 
left free to bargain m regard to the amount. The other legisla- 
tion is held to protect the employee’s liberty in his bargaining, 
not to restrict it. The legislation in regard to the amount of 
wages has almost exclusively concerned the wages of women and 
is commonly designated as minimum wage legislation. 

Minimum Wage Legislation. — What is known as minimum 
wage legislation has been enacted here and abroad in an effort 
to raise somewhat the extremely low wages which prevail for 
certain classes of laborers. The first law of this kind was en- 
actediiL LIew Zealand in 1894, and in 1909, such legislation w as 
enacted in Great Britain. These laws in Australasia and in 
Great Britain provide for the setting up of boards or commis- 
sions for particular industries. These boards are empowered 
to make an investigation and to prescribe minimum rates of pay 
in the particular industries. In Great Britain the first act ap- 
plied to only four industries, but since this time the law has 
been extended to include a large number of working groups. 
It is further significant, especially to Americans, that these 
1 See Blum, op. dt. } p. 63, for citations. 
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boards concern themselves with the wages of men as well as 
women. 

The first minimmxiJw aizeJL^^ 

in Massachusetts inJL91 2L Within the next few years, several 
other states enacted minimum wage laws and Congress passed 
a similar law to be applied in the District of Columbia. Two 
of the state laws were repealed so that by 1920 thirteen states 
and the District of Columbia had provided for the determina- 
tion of a legal minimum wage. These laws took several forms, 
but they have applied only to the wages of women. The Massa- 
ch usetts law was advisory rather than mandatory; t hat is, a 
commission was established and its duty was prescribed to be 
the collection of data in regard to industries where wages were 
very low; and on the basis of the data thus compiled, the com- 
mission was authorized to publish recommendations to the in- 
dustries involved as to the minimum wages that should be paid. 
These recommendations were to be published in the papers of 
the state. Employers were in no way compelled to follow these 
recommendations, but it was expected that the force of public 
opinion would be sufficient to induce them to pay the wages 
recommended by the commission. 

In this, the results have justified the faith of the legislators. 
After a period of fifteen years, the work of the commission is 
still being carried on. According to the yearly report for 1926, 
wage increases were recommended for two groups of industries 
during that year and the cases of non-compliance were very 
few. One of these recommendations concerned the candy 
workers for whom a wage of at least $13 per week was recom- 
mended. This superseded a former minimum rate of $12.50. 

In a few states, the legislature in the enactment of the law 
prescribed the minimum rates that should be paid. But in the 
other states, a commission was created, or a commission in 
existence was empowered, to make investigations and to pre- 
scribe minimum rates of pay. This latter method rather than 
that of definite fixation of minimum rates by the legislature has 
had the approval of disinterested persons. As was suggested 
in the chapter dealing with public utility rates, a permanent 
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commission is much better prepared to conduct such work than 
is a legislative body. 

The question of the constitutionality of t h e minimum ^ age 
l egislation that was mandatory was not 1ori^in.^Qm mgJja the 
front. In 1914 the Oregon Supreme Court upheld the Oregon 
law and in 1916 the case was heard in the United States Su- 
preme Court. Justice Brandeis, who had recently become a 
member of the Supreme Court, was disqualified during the case 
because of his having served as counsel during the trial in 
Oregon. The remaining judges divided^ four to four. This 
meant that the Oregon court was not overruled and thus that 
the law was not declared unconstitutiona l. This decision was 
regarded in many quarters as establishing the constitutionality 
of minimum wage legislation, but in 1923 the law which had 
been passed by Congress for the District of Columbia came 
before the Supreme Court. It was charged that this law was in 
violation of the Fifth Amendment to the national Constitution. 
By a vote of five to four, the Court upheld this view and de- 
clared the law unconstitutional. The right of women to con- 
tract freely with their employers in regard to wages was held by 
the Court to be inviolable. Congress, in setting up machinery 
which had provided that a woman and an employer could not 
make a labor contract for less than a designated wage, was de- 
clared to have taken property without due process of law. The 
Court stated that mature women may not “be subjected to 
restrictions on their liberty of contract which could not law- 
fully be imposed upon men under similar circumstances.” The 
Court evidently had in mind the recent political enfranchise- 
ment of women under the Nineteenth Amendment. This means 
that the possession of the right to vote by women has made it 
impossible for women to use their newly acquired political 
power to secure protective legislation. 1 

This adverse decision of the Supreme Court by implication 
makes unconstitutional all of the minimum wage legislation in 
the United States, with the exception of that in Massachuset ts^ 
yhi^lsoptional and n^m^StorvTI. Indeed, in 1925 the 


1 Cf. Blum, op. cil, p. 66. 
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Supreme Court formally held the Arizona law to be unconstitu- 
tional. Perhaps the laws in some of the states have become so 
well established that the employers will not dispute their 
validity but it would seem only to be necessary to question 
such laws in the courts in order to have them declared invalid. 

Health and Safety Laws. — The first American law regulating 
safety in factories was passed in Massachusetts in 1877. Such 
legislation is now part of the laws of most of the states. The 
federal government has contributed its part to such legis- 
lation by imposing requirements upon railroads in regard to 
the use of devices, such for example as the^ uitomatic coup ler 
for cars, as are designed to protect the health and safety of the 
workers and of the traveling public. One interesting law in 
this particular applies to the man ufacture of poisonous phos - 
phorous matches. For many long years the workers in match 
factories were subject to a very loathsome disease known as 
“phossy jaw,” because manufacturers chose to use poisonous 
phosphorus. Congress finally abolished this practice by im- 
posing a sp ecial tax upon manufacturers using poisonous 
phosphorus. 

Arbitration Laws. — In 1894, a law was passed in New 
Zealand which prohibited strikes by employees and lockouts 
by employers and provided that in all cases of dispute the mat- 
ter should be referred to an Arbitration Board. For the next 
ten or twelve years there were no strikes in New Zealand and 
it, ns, me toJhaJmo.wn as a land without strikes. The tendency 
during all of this time was for wages to rise. The decisions of 
the arbitrators were th us favor able to the demands? of laborers 
for increased wages and hence the laborers were satisfied. But 
from about 1906, the industrial conditions became less favorable 
for the payment of high wages and the arbitration courts de- 
cided less frequently in favor of the demands of the laborers 
and this led to strikes. 

The comjgu^ 

bv the Court. This was clearly the situation in New Zealand. 
This is acceptable to wage earners only when they are thereby 
able to secure wages which they believe to be just and proper. 
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If the decisions are unfavorable to them, it can only be expected 
that they will make protest and it seems reasonable to believe 
that these protests will occasionally take the form of the ces- 
sation of work. 

The compulsory feature of compulsory arbitration brings it 
in conflict with the principles of individualism and freedom 
which are such marked features of our present day political 
institutions. In the sta te of K ansas in 1920, a law was passed 
which in effect provided for compulsory arbitration in the case 
of a certain group of industries. In 1921, this l aw wa s declared 
unconstitutional by the Supreme Court. Th e Ca nadian method 
of compulsory investigation before a strike or lockout may be 
undertaken has been successful, as stat ed in a preceding 
chapter. 1 

PROBLEMS AND EXERCISES 

117. Give quotations from the political orators of the revolutionary 
period to illustrate the point made in the second paragraph of this 
chapter. Also give quotation from our songs to illustrate the point. 

118. Discuss the quotation from McLaughlin in the third paragraph 
of this chapter. 

119. Give an original illustration of a bill affecting labor which if 
enacted into law in your state would surely be declared unconstitu- 
tional by the United States Supreme Court. Why would it be? 
Explain. 

120. Same as the above assuming Congress to enact the law. 

121. Distinguish between the two national child labor laws. 

122. Account for the difference between the decisions of the United 
States Supreme Court in the two cases, Holden versus Hardy and 
Lochner versus New York. 

123. (a) Are compulsory minimum wage laws unconstitutional in 
the United States now? Have they always been? Do you expect that 
they will be thirty years from now? Explain each answer. 

(b) What are the general terms of the optional minimum wage law 
in Massachusetts? Is it unconstitutional? Explain. 

i Chapter XLI. 
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LABOR LEGISLATION: SOCIAL INSURANCE 

The Accident Problem. — Despite the laws that prescribe 
minimum standards in respect to the health and safety of em- 
ployees, the toll of industry in accidents and occupational 
disease is very large. It has been estimated that there are in 
the United States annually over 25,000 deaths resulting fr om 
industrial accidents, about the same number of serious per- 
manent disability cases, and nearly 2,000,000 less serious in- 
juries. This means that on the averag e four workers are ki lled 
every hour of the twenty-f our /£ncf as many injured every 
minute. “The toll of life and limb exacted by American in- 
dustries during the second decade of the twentieth century 
exceeds the nation’s loss in battle from the Declaration of 
Independence to the present day.” 

A fatality, on the average, cuts off twenty years of productive 
labor. The average person who losses an arm or a leg forgoes 
approximately 50 per cent of his earning power. The exact 
amount of his loss will depend upon the age, occupation, and 
previous training of the injured worker, together with the pos- 
sibilities of his community to offer him suitable employment. 
The annual economic losa-t o the United States because of in- 
dustrial accidents is perhaps not less than $1,000,000,000. || 

Accident Compensation. — The attempt to provide regular 
compensation for all accidental injuries dat es from 1884 . In 
that year Germany enacted legislation that made employers 
liable to their employees for compensation in case of injury 
and to the dependents of the employees in case of death from 
an injury. Great Britain passed a somewhat similar law in 
1897, and other countries followed in rapid succession. Com- 
pensation in these countries amounts to a certain percentage 
of the weekly wage. In Germany the employers are compelled 
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to carry insurance to cover their probable losses. English 
employers are not required to carry insurance, but almost in- 
variably do so in order to protect themselves against loss as a 
result of accidents to their employees. 

In the United States, the first movement toward accident 
compensation came in 1902 in the enactment of a cooperati ve 
insurance act in Maryl and. This law was later declared un- 
constitutional. The federal government in 1900 provided for 
the continuance of wage payments to injured postal employees 
and later provided compensation for all injured government 
employees. In 1910, New York passed the first genuine com- 
pensation law. It applied, of course, to private employments, 
and was compulsory for hazardous occupations, but optional 
for other lines of work. This law was declared unconstitutional 
in the following year. During the next year, a constitutional 
device that will be noted later was hit upon and several states 
enacted compensation laws. The movement then spread 
rapidly. To- day (1928) theromj^ jmlv^five .states without s uch 
legislation, namely, Mississippi. Arkansas. 
and South Car olina. 

The practice among the different states is to provide that an 
injured employee shall be paid a sum equal to a certain portion 
of his wage, but not more than a specified sum, for a certain 
number of weeks depending on the nature of the injury. In 
Ohio, for example, compensation equals two-thirds of the weekly 
wage, but not more than $18.75 per week, and is paid for 150 
weeks in the case of the loss of one hand; 200 weeks if an arm 
is lost; 100 weeks if an eye is lost; 17% if one leg is lost, etc. 
In the case of death, most states provide that payments need 
not exceed 500 weeks, although in a few states payments are 
made to a widow until her death or marriage. 

The sums paid are tragically small conceived as “compensa- 
tion” for a serious injury, but they are certain and they help 
to relieve the burden which an injury throws on a wage earner 
or his family. They represent a great step forward as the fol- 
lowing discussion will show. 

Employers’ Liability. — Before the passage of accident com- 
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pensation laws, an injured employee’s claim for compensation 
could only take the form of a damage suit against the employer. 
Cases might, of course, be settled “out of court,” but legally 
the employer was liable only after a successful suit at court 
by the employee. 

The issue in such suits turned on the question as to who was 
to blame for the accident. If the employee could prove that 
the employer had not used due care, that he had been negligent, 
the employee could recover damages, the amount being fixed 
by the jury that heard the trial. When this law was being de- 
veloped in England, the cases were relatively simple, as would 
be to-day a case of accidental injury suffered by a helper in a 
two-man garage. Either the employee or the employer might 
have been careless. The jury decided the matter. But as time 
went on it became more difficult for employees to recover^ 
damages in case of injury. The courts came to hold, first, thal ^ 
an employer was not liable if the injury to the employee re- 
sulted from the carelessness of another employee . A worker, 
so the argument ran, knew his fellow employees better than did 
the employer, and if he continued to work with them, and was 
injured because of the carelessness of one of them, he could not 
claim damages from the employer. T his rule is known as the 
fellow snrvarLLdp ct r ine . 


\ S econd, the courts came to hold that if a n injured employe e 
had at aE carele ss, the employer was not liable even though 
he had not exercised due care. This rule is called that of 
contributory neglige nc 4/1 Third, a rule of law was developed 
that if an injury was caused by a kind of accident that happened 1 
frequently, a nd was a characteristic of the industry, the em- 
ployee could be assumed to have known of this danger and to 
have assumed the risk that he might be injured from this cause. 
Hence, it was held that an employer was not liable in such a 
case. This is the rule of the assumption of risk. 

These three common law defenses which the employer came 
to have against employees when sued for damages as a result 
of personal injury were strangely out of place in modem large 
scale industry. As part of the judicial procedure in a regime 
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of small scale industry they were equitable. They are still 
part of our law in the various states, except Louisiana, where the 
common law has not been used. They apply to personal injury 
cases involving all persons who are not under the compensation 
laws, which in most states do not apply to farm laborers and 
persons hired by employers who have fewer than five employees. 
Apparently these common law defenses are not regarded as 
inequitable in the cases that arise concerning the employees to 
which they now apply. But they were unjust in the accident 
cases that arose in factories, mines, and railroads. It was only 
an occasional accident that did not afford the employer an 
opportunity to escape as a result of one of these three defenses. 
The financial burden of industrial accident was thus thrown 
very largely upon the employee. Further, if the wage earner 
had a good case against the employer — if the employer had 
not used due care, and if the three defenses were inapplicable — 
the road to the recovery of damages was a long and expensive 
one to travel. Attorneys’ fees absorbed a large part of the re- 
ceipts, if any. This was, obviously, a most inadequate way to 
compensate the wage earners who suffer injury in helping the 
world to make its living. 

Finally, following Germany in 1884 and Great Britain in 
1897, New York, as already noted, passed the first genuine 
accident compensation law in this country in 1910. This law 
provided that employers in the occupations covered should pay 
compensation to injured employees, regardless of whose fault 
it was that the accident took place. As would be expected, 
this was too much for the courts. They promptly held that to 
force an employer to pay compensation when he had not been 
to blame for the accident was taking his property without due 
process of law, and hence in an unconstitutional manner. 
Clearly, this law struck a new note in American jurisprudence. 
It removed the question of personal fault, and made the com- 
pensation for accidents one of the costs of running an industry. 
It substituted social control for the individualism of the past. 

This law abrogated rights of employees as well as rights of 
employers. An injured employee was denied the right to sue 
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for damages and thus was denied the right to receive as dam- 
ages a large sum, such as a jury often awarded when the employer 
was clearly at fault. Instead of the possibility of $25,000 or 
more in damages, an injured employee was limited to some 
$2000 as a maximum, depending on the injury. The property 
rights of both employers and employees were thus clearly in- 
vaded by this law. An injured employee could claim only the 
amount specified as compensation for his kind of injury, re- 
gardless of how careless the employer may have been, and the 
employer was forced to pay regardless of how blameless he may 
have been. This sudden change could hardly have been toler- 
ated by any American judge. 

The legislature of New Jersey then had a very happy though t. 
It enacted a law which set up machinery for accident compen- 
sation, and provided that the employers and the employees 
might freely choose whether or not they would accept the new 
scheme. Employees were assumed to accept the law, if they did 
not specify differently, but employers were required to make 
application if they wished to come within the law. While the 
law left the employers perfectly free legally to accept or to re- 
ject the new accident compensation scheme, it provided that if 
an employer did not come within the law he could not use any 
one of the three common law defenses if sued for damages by an 
injured employee. This meant that employers were really 
forced to accept the law, but as they were legally free not to do 
so, the courts upheld the law, and accident compensation in 
private industry was established in this country. Other states 
followed this method. But within a short time, the new method 
proved to be so superior to the old, that the courts were 
reconciled even to the mandatory laws. Such Jaws became 
“reasonable” to the judges and thus no longer took property 
without due process of law. 

Insurance. — The spirit of the compensation laws is that the 
burden of accident compensation rests upon employers, as do 
the other costs of running a business. In most states, the laws 
provide for insurance in order to make certain the payment of 
compensation. In some states, however, this is not done and em- 
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ployees are left to enforce the law by suits in the courts. Em- 
ployers in such states may choose for themselves as to whether 
they shall carry insurance. This plan is, obviously, unsatis- 
factory as it does not assure compensation to injured employees. 

There are three ,plans of making compensation certain by 
means of insurancd(.v First, the state may require the employer 
to insure his workmen in some insurance agency. These are 
usually stock companies, specializing in liability insurance and 
operated for profitry Second, the state may compel insurance 
but permit employers to establish mutual companies. That is, 
businesses of like character may be authorized to form their 
own insurance companies, which* when organized, operate much 
as other insurance companies^ Finally, t he state may go into 
the insurance business in direct competition with stock and 
mutual companies, or the state may carry on an insurance busi- 
ness of its own and prohibit private companies from doing any 
compensation business within the limits of the state. This 
latter plan is called the exclusive state fund system. 

Nevada, North Dakota, Ohio, Oregon, Washington, West 
Virginia, and Wyoming have exclusive state funds, but Ohio 
and West Virginia permit self-insurance. California, Colorado, 
Idaho, Maryland, Michigan, Montana, New York, Pennsyl- 
vania, and Utah have state funds likewise, but private com- 
panies are permitted to write insurance also. Massachusetts 
and Texas confine compensation insurance to stock companies 
entirely. Approximately three-fifths of the compensation in- 
surance is with stock companies, the state funds handling one- 
half of the remainder. In 1919 the stock companies collected 
$99,000,000 in premiums; the state funds, $33,000,000, and mu- 
tual companies about $27,000,000. Inasmuch as the state funds 
are not operated for profit, the amount of business done by them 
is not adequately shown in the total premiums collected. For 
purposes of comparison, their business in the above year would 
have been about $44,000,000. 

When an employer is insured in a stock or mutual company, 
or in the state fund, the amount of premiums which he has to 
pay depends upon (1) the number of persons in his employ, and 
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(2) the accident hazard of his industry. Some states practice 
“merit” rating. That is, the rate of premium will depend upon 
the accident experience of each particular employer. This type 
of rating is especially significant because of its effect in reducing 
accidents. 

2?he Scope of Accident Compensation . — As was noted above, 
not all employees come within our compensation laws. There 
are variations in this respect among the different states, but usu- 
ally farm laborers are excluded, and, also, persons engaged by 
employers who regularly hire less than five (in Ohio less than 
three) employees. New Jersey is the only one of our states that 
includes agricultural laborers and also the only one to include 
domestic servants. Hawaii, a territory, also includes agricul- 
tural workers. It has been computed that in 1921, 30 per cent 
of the total employees in the country were not included. New 
Jersey covers 99.8 per cent, but only one other state as many as 
80 per cent, and fourteen less than 50 per cent. 1 It is usually 
provided, however, that any of the excluded employers may 
come within the act by making application to do so, and provid- 
ing for insurance as required by law. Employers may wish to do 
this in order to escape liability for damage suits. 

Benefits. — The payments made to injured employees are, as 
stated above, a given percentage of weekly wages, but not more 
than a prescribed maximum per week. Thus although the per- 
centage of wages may be set at 66f per cent, a provision that no 
more than $20 per week shall be paid may reduce the percentage 
of wages to 40 in most cases. A waiting period is provided in 
all of the states. That is, an employee is not permitted to claim 
compensation unless he is disabled for more than a certain 
period. Originally, two weeks was the usual waiting period, but 
now one week is the usual length of time that disability must 
run before compensation may be received. 

A Scientific Disability Schedule. — Each year witnesses a 
long list of amendments to American workmen’s compensation 
laws. Through them many improvements are effected, such as 
increased benefits, shorter waiting periods, a larger number of 
1 Blum, op. cit. } p. 155. 
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workers insured, and the shortening of the time necessary to 
settle claims. But despite these additions, the average state 
compensation law cannot be thought of as being scientifically 
constructed, especially in regard to the payment of benefits. 
“Benefits paid by these laws,” according to Dr. Carl Hook- 
stadt, former insurance expert with the United States Bureau of 
Labor Statistics, “are based upon no recognizable principle 
and in most cases bear little relationship either to the needs of 
the injured workers and their dependents, or the loss of earning 
capacity resulting from the injury.” Thecause of this disparity 
is to be found in the disability schedules already described. 
These “'flat-rate” sc hedules, as they are called, do not take into 
consideration the age or occupation of the injured worker. 

Let us suppoMt^^^ receive sjfcfiO 

per week, and a machine operator who receives $30 per week, 
each sustain the loss of the right foot. Let us assume, further, 
that in the state in which these men were injured, benefits were 
limited to a maximum of $15 per week, and that the number of 
weeks during which benefits would be paid for the injury in 
question would be 125. Each would receive $15 per week for 
125 weeks. The high wage of the structural iron worker does 
not make his award any higher because of the presence of the 
$15 limitation. But there is a more important consideration. Be- 
cause of the nature of the injury the structural iron worker will 
not likely be able to pursue his trade again, while the machine 
operator’s earning power may not be seriously affected. And 
if one of these men happens to be thirty years of age and the 
other sixty, it would seem that their loss would be different 
because of that fact. California is the only state thus far to 
appreciate these conditions, and to incorporate into its law a dis- 
ability schedule designed to measure loss of earning power. 

Accident Prevention. — As indicated above, the insurance 
rates charged to employers if properly adjusted make it to the 
economic advantage of employers to reduce the hazards of their 
industries. The state of Ohio has recently gone a step beyond 
this by providing that in the case of an injury an employer 
may be assessed as much as 50 per cent beyond the normal 




LABOR LEGISLATION: SOCIAL INSURANCE 245 

amount of compensation if. he has j iQUi^^ safety 

code. 

Aside from this economic pressure, the attention to the acci- 
dent problem during the past few years has resulted in a marked 
reduction in accidents especially in some industries. The follow- 
ing data from the iron and steel industry is very interesting in 
this particular. In a group of iron and steel plants selected by 
the United States Labor Bureau on the basis of successful work 
in accident prevention, the frequency rate of accidents per 
1,000,000 hours’ exposure was reduced from 60.3 in 1913 to 
22.9 in 1920 and to 6.8 in 1926. In only one year during this 
period was the rate more than for the preceding year. 

In the iron and steel industry as a whole the rate fell from 
69.2 in the period 1907-1911 to 29.9 in the period 1922-1926, 
and the severity rate fell from 5.0 in this early period to 2.8 
in the later one. These reductions are very significant. They 
indicate a marked lowering of the human cost of producing the 
iron and steel which are such a vital part of our economic out- 
put. But taking the country as a whole, the accident rate 
does not show an appreciable reduction. 

Occupational Diseases. — Closely allied with the problems 
of industrial accident are those of occupational diseases. They 
are so called because the causes of the sickness are to be found 
in the occupation itself. L ead poisoning _i s probably the most 
common of these diseases, although its evil effects are rapidly 
being reduced through preventive legislation. It is encountered 
in a wide range of industries, especially in paint manufacturing 
and in printing. Dusts of all kinds affect the respiratory sys- 
tem, many times causing tuberculosis. It is believed that more 
miners die immaturely because of coal dust than because of 
industrial accident. Even flour milling brings with it many 
injurious results. Persons working under compressed air are 
subject to “caisson” disease. Gases of various kinds are dan- 
gerous to health, and noise, likewise, is injurious. 

Industrial diseases are probably as serious as accidents but 
much less attention has been given to them. European countries 
because of the inclusive nature of their insurance systems, have 
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made provision for dealing with victims of such diseases. But 
only five states in this country are in a position to deal ade- 
quately with this form of invalidity. California, Connecticut, 
Massachusetts, North Dakota, and Wisconsin provide compen- 
sation for “personal injuries/ 7 thereby including occupational 
diseases within the scope of their workmen’s compensation 
laws. Four other states list a limited number of diseases which 
are compensable. 1 

Sickness Insurance. — Occupational diseases are responsible 
for only a portion of the cases of sickness among wage earners. 
It was reported as early as 1910 that there were some 13,400,000 
cases of sickness annually among the persons engaged in gainful 
occupations in the United States. 2 These cases of sickness repre- 
sented 284,750,000 days of lost time and $366,000,000 loss in 
wages annually. While insurance against sickness seems almost 
as feasible as insurance against accident, American states, with 
the exception of some attention given to occupational diseases, 
have done very little to meet this type of emergency. Some of 
the fraternal organizations provide sick benefits and some trade 
unions do likewise. A number of industrial concerns and retail 
stores pay wages or part wages while an employee is ill. In- 
surance companies provide a wide variety of policies to meet 
this contingency, but such policies are usually not held by wage 
earners. 

European countries have a different record from that of the 
United States in dealing with sickness. To satisfy the demands 
for social reform, the German Government introduced in 1883 a 
system of sickness insurance. This was the first of a series of 
such measures enacted under the Bismarck regime. It an- 
ticipated the accident insurance law, noted above, in that acci- 
dents for the first 13 weeks were considered as sickness and were 
compensated from the sick fund. The entire country was 
divided into districts, in which committees of employers, em- 
ployees and disinterested citizens were organized to supervise 

x The American Labor Legislation Review, Dec., 1925, pp. 316-318. 

2 Proceedings of the First National Industrial Conference on Industrial 
Diseases . 
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the scheme. The committees in turn were responsible to the 
Imperial Insurance Office. Each employee had a card to which 
his employer attached weekly sickness insurance stamps pur- 
chased at the post office. Two-thirds of the cost of these 
stamps was deducted from the employees’ wages. The benefits 
included medical care, hospital service, funeral benefits, and 
after the third day of illness, a sum equal to one-half of regular 
wages. Insurance benefits were limited to 26 weeks in any 
one year. At the beginning of the war over 19,000,000 persons 
in Germany came under the scope of the act. 

In 1911 Great Britain passed the National Insurance Act 
which provided sickness insurance for some 14,000, 000 persons . 
Employers are required to pay threepence per week for each 
employee, and also an additional fourpence per week for males 
and three for females, which amounts may be deducted from 
wages. In case of illness males are given 10 shillings per week 
and women 7 shillings per week, but benefits are not paid for 
more than 26 weeks in any one year. 

Sickness insurance, together with the other forms of social 
insurance to be noted presently, was provided in France in the 
spring of 1928. This will be noted later in greater detail. 

Provisions for Old Age. — Not all persons need assistance in 
old age. Some never attain it. Others, especially those in the 
higher income classes, make provision for the future through 
savings, which in many cases, take the form of insurance policies. 
But wage earners are likely to face the unproductive period of 
life with no reserve fund for their support. 

To meet the problem of old age, German}?- again led the way 
in 1889 by passing a compulsory old age and invalidity insurance^ 
act. Each employer attaches old age and invalidity stamps 
each week to the card of each employee over sixteen years of 
age. One-half of the price of the stamps may be deduct ed 
from wages. From these premium s, together with an additional 
amount from the government , it has been possible to pay" 
yearly^ $50 to those persons who 

haver^ years! 

England approached the old age problem in 1908 through 
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the enactment of a pension measure. Whereas the German 
worker contributed to the fund from which his annuity was 
later to be drawn, the English worker received from his govern- 
ment, at the age of seventy, a pension, the funds for the paying 
of which were procured through taxation. Before receiving a 
pension the person concerned has to give proof that his income 
from other sources does not exceed 31 pounds annually and 
that he is a citizen in good standing. Since the war the pension 
system of England has been extended, especially in the direction 
of including more persons under the scope of the act. A large 
number of widows are receiving larger pensions than before, 
while the children of these widows are also receiving additional 
amounts. 

In the United States fraternal organizations and a num ber of 
trade unions make some provision for those of their memb ers 
reaching advanced age. Various types of pensions are given by 
private companies to their employees and in certain of the 
professions pensions are provided for, although some of these 
so-called pensions really amount to insurance. Four states, 
Nevada, Montana, Wisconsin, and Kentucky, have old age 
pension laws. The first two of these date from 1923. The 
other two states enacted their legislation in 1925 and 1926 
respectively. A similar law was passed in Pennsylvania in 
1923, but it was declared unconstitutional. The four laws now 
in operation are administered by the counties, which are privi- 
leged to accept the state law or to refuse to accept it. The 
minimum age for applicants is seventy in three of these states 
but in Nevada it is sixty-five. For the most part, the pensions 
seem to amount merely to what is called outdoor relief, in con- 
trast to indoor relief in poorhouses. This is not in line with the 
general spirit of old age pensions which is “to make it possible 
for those reduced to poverty by age to spend their declining 
years in self-respecting privacy; free from the anxieties of want 
and the stigma of pauperism.” 1 But the friends of the move- 
ment insist that it is a step in the right direction. 

Unemployment Insurance. — Unemployment, of all of the 
1 Bulletin 439, United States Department of Labor, p. 435. 
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contingencies confronting the modem wage earner, is the most 
difficult to relieve through insurance. Most persons will not will- 
ingly injure themselves. Nor is it very easy to feign sickness 
for any considerable period of time. Old age is readily per- 
ceived. But to decide if an unemployed person is out of work 
because he cannot find a job, or because he does not wish to 
work, is a more difficult task. 

In the United States, the average worker is unemployed thirty 
working days ThislimTO 

the normal working time. If this loss were uniformly distributed 
among all workers there would be less need for insurance. But 
some workers are unemployed more than others, and most 
workers have less employment at some times than at other 
times. Insurance would relieve somewhat the distress which 
unemployment entails. 

Besides providing much needed benefits to the unemployed, 
unemployment insurance may operate to reduce the volume of 
unemployment. This may come in part through an augmenta- 
tion of demand on the part of workers, as compared with what 
the demand would be if they were unemployed without in- 
surance, as argued in Chapter XXXII, and in part through 
extra care upon the part of employers. That is, if the premiums 
that are levied upon employers to provide the funds from which 
unemployment insurance is paid, are made to vary with the 
rate of unemployment which the various employers induce as a 
result of dismissing laborers, this would tend to cause employers 
to put forth every effort to provide work for their employees. 

Some individual plants, as noted in Chapter XLII, have made 
provision for unemployment payments, and agreements be- 
tween certain unions and their employers have provided for un- 
employment insurance. Then, too, many unions have set up 
unemployment insurance funds for the union members. 

(1) The Ghent System . — In lQQLl he Belgian city of Ghent 
undertook to subsidize the unemployment insurance system 
already established by the city's trade unions. Unions and the 
city treasury jointly paid the premiums, but to union officials 
was left the administration of the insurance. The smallness of 
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the area covered enabled a close watch to be kept on employ- 
ments with the result that any available jobs and unemployed 
workers were soon brought together. 

(2) Compulsory Unemployment Insurance in Great Britain 
and Germany. — The experiment of Ghent was followed a dec- 
ade later by a much larger one. In 1911 Great Britain, as 
part of her reorganization program, provided for a system of 
compulsory insurance against unemployment, thereby taking 
the lead over Germany, in so far as the inclusiveness of her social 
insurance system was concerned. The original act applied to 
only seven industries, which number was increased by subse- 
quent legislation. The foundation of the British scheme is a 
system of employment exchanges, or a gencies. Every u n- 
employ ed peTson " at one or more of these 

exchanges in order to get unemployment benefits. Further, 
if the labor exchange finds employment for a person he may not 
continue to draw benefits if he does not take it. But if the 
wages offered in such a case are not standard wages, or if strike- 
breaking is involved, the laborer may refuse to accept the work 
without losing the benefits. 

In the insured trades and industries employers are required 
to attach to the employee’s unemployment insurance card five 
penny stamps weekly, half of which is to be deducted from 
the employee’s wages. At the outbreak of the war some 
2,200,000 British workers were covered by this type of insur- 
ance, and a reserve fund of £20,000,000 had been accumulated. 
The great amount of unemployment following the war induced 
the government to extend the act so as to include a total of 
12,000,000 workers. This made the demands on the insurance 
fund so great that it was necessary for the government to ad- 
van ce huge sums to keep the system in forc e. This subsidizing 
policy has been severely criticized and used as an argument 
against unemployment insurance. It is worth noting, however, 
that had the government not assisted in this way it would have 
been called upon to do so in some other manner. As it is, the 
insurance system, with all of its machinery of operation, al- 
though rather badly crippled, is still available for future use. 
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In October, 1927, as indicated in Chapter XXXII, a very ex- 
tensive program of unemployment insurance was introduced 
into Germany. This covers all manual workers and all non- 
manual workers who have incomes of $150 0 per year or less. 
A gricultural laborers who can support themselves from t he 
land they occupy are the only ones not included. Workmen 
contribute a share of their wages each week to the unemploy- 
ment fund, from which benefits will be paid during periods of 
unemployment. This far-reaching scheme is very significant. 
The experience under it may be very illuminating. 

(3) Proposed Unemployment Insurance in the United States. — 
The United States offers no example of a state unemployment 
insurance law. A rather unique unemployment insurance 
scheme has been introduced in the Wisconsin State Legislature 
on several occasions but has thus far failed to be enacted into a 
law. It provid es for the establishment of mutual insurance 
co mpanies, inwh T ^^ would insure, paying premiums 

according to the number of employees and the extent of unem- 
ployment in their particular concerns. Workers who were te m- 
porarily unemployed would receive compensation for not more 
than one week in four, nor for more than thirteen weeks in any 
'one year. The maximum daily amount to be paid to unemployed 
men is set at $1.5(1 , and to unemployed women half that sum. 

A proposed Massachusetts measure differed somewhat from 
the above in that it provided for the subsidizing of voluntary 
insurance through associations in all trades. Premiums would 
be paid in equal amounts by the insured workers, by industry, 
and by the state. Workers would be divided into three 
classes depending upon incomes. Premiums and benefits would 
correspond to the level of these classes. 

Civilian Vocational Rehabilitation. — Workmen’s compensa- 
tion laws changed the condition of the industrial cripple some- 
what by making compensation definite and certain. But they 
could pay only for damage done, and could not restore the 
worker to self-supporting independence. The same may be 
said, though perhaps to a lesser degree, of health insurance. 
Before 1908 it did not occur to anyone that it might be better 
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to retrain disabled persons for self-supporting work than to 
maintain them in idleness. In that year a Belgian lawyer suc- 
ceeded in starting a school for this purpose. But the school lay 
in the path of the Germans and was forced to disband after the 
war started. The director of this school went to the French city 
of Lyons where he established the first “ficole Joffre.” 1 The 
purpose of this school was to retrain disabled war veterans and 
at the same time relieve an acute labor shortage. The idea 
spread and similar schools were established throughout Europe. 

In 1917 the United States Government passed the. Smith- 
Hughes law, which included, among other tilings, provisio n for 
tne training of persons about to enter, or after entering, employ- 
ment. One year later the Vocational Rehabilitation Act pro- 
vided for an extensive system of rehabilitation for soldiers and 
sailors. In 1920 Congress enacted the Civilian Vocational Re- 
habilitation Act, which provided for the rehabilitation of civilians 
whatever the cause of their displacement. The three acts thus 
form a logical whole. The first may be regarded as purely edu- 
cational, the second as a temporary measure arising out of the 
war, but the third is a remarkable innovation in labor legisla- 
tion which offers possibly the only scientific approach to the 
problem of adequately dealing with disabled citizens. 

It was provided in the terms of the latter act that each state 
would be responsible for setting up the necessary machinery for 
a rehabilitation program. Congress provided an annual ap- 
propriation of $1,000,000 to be allotted to the states on the 
basis of population,’ but only on condition that the sum of 
federal money spent should be equalled by a like expenditure of 
state funds. The fact that the federal government is contribut- 
ing financially gives it a reason for supervising the work of the 
states, and this it is doing through the Federal Board for Voca- 
tional Education. The particular plan of rehabilitation varies 
from state to state, but the aim in every case is to return the 
worker to productive capacity. The training which this neces- 
sitates may take the form of a course in a technical school, 
special instruction in a manufacturing or mercantile establish- 
1 Joffre was a popular French Field Marshal during the war. 
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ment, private tutoring, or training in any other feasible manner. 
Artificial hands and limbs and all sorts of ingenious devices are 
provided to enable the injured person to pursue an occupation. 

Not all disabled persons have been rehabilitated. In the first 
five years of rehabilitation practice, however, over 19,000 per- 
sons were retrained and returned to employment. It is esti- 
mated that the average lifetime value of this training to the 
recipient is something over $7500. The average cost of reha- 
bilitation per person has been $203. It is interesting to note 
that the above persons, retrained after being injured, found work 
in a total of over 600 different occupations, from unskilled jobs 
to highly technical and professional positions. 

Unified Social Insurance. — Professor Cohen of Cambridge 
University, England, is advocating that every contingency b e 
covered by insurance and that the various forms of . insurance 
he molded into a united system. Certainly, the idea that no 
person should be left without provision in case of need is a very 
commendable one, but in addition, it is maintained that a 
unified system is more efficient and provides insurance at 
lower cost. 

In the soring of 1928, France provided ion the most extensiv e 

insurance venture that the world has yet seen. All of the forms 
of social insurance to which reference has been made above are 
included. The law provides that 10 per cent of all wages and 
salaries up to 15,000 francs per year shall be paid into a state 
fund. One half of this is to be taken from the pay of employees 
and the other one-half is to be contributed by employers. It 
is assumed that this will amount to about $200,000,000 annually. 
From this fund, benefits are to be paid to contributors, or to 
their families, in the case of death, disability, old age, or un- 
employment, and medical and surgical benefits are to be pro- 
vided. The provisions of the law are to become effective only 
gradually. It will not be in full operation until a reserve of 
$4,000,000,000 has been accumulated. Other European coun- 
tries, because of the numerous kinds of insurance and the 
relation which one bears to another, have already realized to 
some degree the idea of a unified system. 
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But in the United States the situation is very different. The 
only type of social insurance which can be said to have made any 
considerable progress is W orkmen’s compe nsation insurance. 
The movement of persons between the states makes it impera- 
tive that if provision is to be made to cover various contingencies 
of life, it must be made in all jurisdictions and in like manner. 
To accomplish this it will be necessary for the federal govern- 
ment to assume a larger part in the conduct of those affairs now 
left to the states. Just when this will happen is difficult to pre- 
dict, but it seems reasonable to expect that it will come even- 
tually, in some form or another. 

The Incidence of Social Insurance. — The various forms in 
which social insurance appears determine to a large degree who 
it is that bears the cost of the insurance. In workmen’s com- 
pensation insurance, for instance, it is usually argued tha t 
compensation is a p art of the cost of prodm otkiD^ 
premiums which the employer pays are simply added to the cost 
of the product, or that if the employer pays benefits directly to 
his injured employee these benefits make up a part of the pro- 
duction cost. The truth of this customary explanation may 
under certain conditions be questioned. In so far as insurance 
affects all industries alike prices will not be raised, and the con- 
sumer will not, therefore, pay the insurance. But although the 
employer is unable to shift the cost of insurance to the consumer 
of his products he is not without an avenue of escape. Em- 
ployers as a group, knowing that each worker involves a special 
charge, will tend to bid l ess for their services than they would 
otl^rwis^ come immediatejpbuFthat it will 

come ultimately appears fairly certain. If an industry is one of 
monopo^ of premium charges will not 
likely take place. Costs and sales, the former governed by the 
amount of production, the latter by the price charged, have 
already been adjusted to secure maximum profits. To change 
prices, which would be the only way in which the burden of 
insurance might be shifted, would lead only to a profit to the 
monopolist somewhat less than before the change was made. 

I f premiums were assessedmmn the hazard of each industr y. 
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there would be, under competitive conditions, an effect upon 
relative prices. The consumer of the product of the hazardous 
industry would be obliged to pay something more for the article 
because of that fact. The above analysis in no wise affects the 
importance of an adequate system of insurance for injured work- 
men. If workers as a group pool their interests, the benefits ac- 
cruing to the unfortunate victim of an accident are marked even 
if the burden is on the labor group. The opportunities for any 
one employer to save money by reducing his accident rate are 
still present. 


PROBLEMS AND EXERCISES 

124. Why, do you suppose, did the first important compensation 
act in the United States come so much later than similar acts abroad? 

125. When an industrial accident occurred under employers’ lia- 

bility laws the courts decided who was at fault. Under workmen’s 
compensation laws the commissions responsible for the administration 
of the laws are not concerned very much with fault. How may this 
change in attitude be explained? y 

126. Do the three common law defenses seem to you to benusj) in " 
the case of a “hired man” who is injured while working for a farmer?'" 
Cite three supposititious cases to illustrate your point. 

127. Suppose a case in which a factory worker would be much 
worse off because of the existence of an accident compensation law. 
Does it follow from this that such laws are not beneficial to workmen? 
Discuss. 

128. How may workmen’s compensation laws assist in reducing the 
number of accidents? Explain. 

129. How do you account for the fact that only one state in the 
United States has a disability schedule that may be called “scientific?” 

130. If the state retrains an injured workman so that* he is able to 
earn as much after an injury as he did before, is it fair that the employer 
should pay compensation? Explain. 

131. Would you favor a system of unemployment insurance in your 
state similar to the Ghent system? What are some of the advantages 
which might result from such insurance? Some of the disadvantages? 

132. What is your opinion as to the incidence of the cost of social 
insurance? Does this cost really come out of wages or out of the other 
shares in distribution? Develop an argument on this point. 

133. What would be some of the obstacles to a scheme of “unified 
social insurance” in the United States? 
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POPULATION 

Diminishing Returns. — The relation of numbers to natural 
re sources is one of the most fundamental problems i n economics. 
The principal aspects of the problem were developed in Chapter 
VII. The analysis will be further developed here. (As indicated 
in that chapter, all natural resources are subject to the law of 
diminishing returns. 

This means that in the utilization of resources there is one 
point of relationship at which the output per person will be 
l arger than if there are either fewer or more persons en gaged in 
attempting to use the given resources. This is called the opti- 
mum. Since the principle of the optimum prevails in relation to 
small areas of the earth’s surface, it necessarily also applies in 
respect to the entire surface of the earth. It would be impossible 
to determine accurately the number that would yield the opti- 
mum output for the world as a whole. But within broad limits 
it could be determined. Anyway, we are safe in saying that 
a certain number of persons in the world would produce a larger 
output per person, and thus make possible a higher standard of 
living, than would be possible if there were either more or fewer 
persons attempting to use the resources of the world. 

The above statement should be qualified by the assumption 
of a given state of the industrial arts. In other words, as was 
emphasized in Chapter VII, improvements in industrial proc- 
esses may make it possible greatly to increase the output from 
a given area of economic resources, or, of course, from the world 
taken as a whole. Another way of phrasing this is that under 
different states of industrial development, the employment of 
different methods may greatly alter the number of persons that 
will result in the realization of the optimum in economic well- 
being. This phase of the matter has been especially significant 
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during the past several decades. Very important strides have 
been made in the ability to use more effectively the world's 
resources. The population of Europe and America has tjsMed 
since 1800, but during this time the output in economic goods 
has apparently more than trebled since economic well-being has 
increased during this time. But this has not been entirely due 
to improvements in methods. The utilization of the new re- 
sources of the American continents and of Australia has been a 
very important factor. An interesting question arises in this 
connection as to whether the increase in well-being would not 
have been more marked if the population had not increased at 
this very rapid rate. This will be discussed later. 

Maithus. — The statement of the fundamental elements of 
this problem, as in the paragraphs above, points inescapably to 
the conclusion that it is necessary that control should be ex- 
ercised in regard to the number of persons. As stated in Chapter 
VII, one of the names with which the problem of population is 
closely related is that of Thomas R. Maithus. His Essay on 
Population was first published in 1798. In the early essay his 
thesis may be said to have been that the lot of man is inevitably 
an u nhappy one : eithex..imnibe rsjwil] ^o incmas^ 
tion will so press upon resources that only a very meager stand- 
ard of living is pos sible, or numbers will be reduced by war o r 
pestilence. Thus there was no alternative from misery. The 
only choi ce was as to the form in which we should take our 
,, misery . In the subsequent editions of his essay, Maithus took 
5 a less pessimistic position. He gave more scope to the limita- 
4 tion of numbers by, what he called, moral restraint, than he had 
in the earlier edition. 

Maithus' position is so often referred to that it is desirable 
to quote directly from the Essay . The following quotation is 
taken from the sixth edition. 

‘‘ Through the animal and vegetable kingdoms Nature has scattered 
the seeds of life abroad with the most profuse and liberal hand. If the 
germs of existence contained in the earth could freely develop them- 
selves, they would fill millions of worlds in the course of a few thousand 
years. Necessity, that imperious, all-pervading law of nature, restrains 
them and man alike within prescribed bounds. . . . 
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“Many extravagant statements have been made of the length of 
the period within which the population of a country can double. To 
be perfectly sure we are far within the truth, we will take a slow rate, 
and say that population, when unchecked, goes on doubling itself every 
twenty-five years, or increases in a geometrical ratio. The rate accord- 
ing to which the production of the earth may be supposed to increase, 
it will not be so easy to determine. However, we may be perfectly 
certain that the ratio of their increase in a limited territory must be of 
a totally different nature from the ratio of the increase in population. 
A thousand millions are just as easy doubled every twenty-five years 
by the power of population as a thousand. But the food will not be 
obtained with the same facility. Man is confined in room. When 
acre has been added to acre till all the fertile land is occupied, the 
yearly increase of food must depend upon the melioration of the land 
already in possession. This is a fund, which, from the nature of all 
soils, instead of increasing must be gradually diminishing. But popu- 
lation, could it be supplied with food, would go on with inexhausted 
vigor; and the increase in one period would furnish a power of increase 
in the next, and this without any limit. If it be allowed that by the 
best possible policy the average produce could be doubled in the first 
twenty-five years, it will be allowing a greater increase than could with 
reason be expected. In the next twenty-five. .years it i s JxQp p^ih.1^4^ 
suppose thjdJdij^ It would be contrary 

to our knowledg e of the -properties of Land. 

^“TSlis’^uppose that the yearly additions which might be made to 
the former average produce, instead of decreasing as they certainly 
would do, were to remain the same; and that the product of the land 
might be increased every twenty-five years, by a quantity equal to 
what it at present produces. The most enthusiastic speculator cannot 
suppose a greater increase than this. Even then the land could not 
be made to increase faster than in an arithmetical ratio. Taking the 
whole earth, the human species would increase as the numbers 1, 2, 4, 
8, 16, 32, 64, 128, 256, and subsistence as 1, 2, 3, 4, 5, 6, 7, 8, 9. In two 
centuries the population would be to the means of subsistence as 256 
to 9; in three centuries as 4096 to 13, and in two thousand years the 
difference would be almost incalculable. 

“In this supposition no limits whatever are placed to the produce 
of the earth. It may increase forever and be greater than any assign- 
able quantity; yet still the power of population, being in every period 
so much greater, the increase of the human species can only be kept 
down to the level of the means of subsistence by the constant operation 
of the strong law of necessity, acting as a check upon the greater 
power. 

“But this ultimate check to population, the want of food, is never 
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Hie im mediate check except in cases of famine. The latter consists in 
all those"cust^^ seem to be generated 

by a scarcity of the means of subsistence; and all those causes which 
tend permanently to weaken the human frame. The checks may be 
classed under two general heads — the preventive and the positive. 

“The preventive check, peculiar to man, arises from his reasoning 
f acultST^ndr^mBE^^ Tie 

seeiH^^ frequently presses upon those who have large 

families; he cannot contemplate his present possessions or earnings, 
and calculate the amount of each share, when they must be divided, 
perhaps, among seven or eight, without feeling a doubt whether he may 
be able to support the offspring which will probably be brought into 
the world. Other considerations occur. Will he lower his rank in life, 
and be obliged in a great measure to give up his former habits? Does 
any mode of employment present itself by which he may reasonably 
hope to maintain a family? Will he not subject himself to greater 
difficulties and more severe labor than in his present state? Will he 
be able to give his children adequate educational advantages? Can he 
face the possibility of exposing his children to poverty or charity, by 
his inability to provide for them? These considerations prevent a 
large number of people from pursuing the dictates of nature. 

“The positive checks to population are extremely various, and in- 
clude every cause, whether arising from vice or misery, which in any 
degree contributes to shorten the natural duration of human life. 
Under this head may be enumerated all unwholesome occupations, 
severe labor, exposure to the seasons, extreme poverty, bad nursing of 
children, great towns, excesses of all kinds, the whole train of common 
diseases, wars, plagues and famines. 

“The theory of population is resolvable into three propositions: 

(1) Population is necessa rily limited by the means of subsistence. 

(2) Population invariably increases where the means o f subsistence in- 

cre aseTTnJesspre^nte^ bv some very powerful and obvio us Phecks. 
^yThesechecks which keep population on a level with the means of 
subsfgt^ce^ into moral restraint, vice, arS miseryC ? 

With the general position of Malthas no one can cavil. Any 
given population has biological power to double its numbers 
again, and again, and again, if pestilence and war, or the lack 
of food do not keep the numbers down. Population can increase 
at a geometrical ratio. The production of the earth, however, 
cannot be increased at a geometrical ratio for any appreciable 
length of time. The output of food, clothing, shelter and other 
forms of economic goods cannot be doubled and redoubled in- 
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definitely. Malthas was most liberal in his assumption that the 
produce of the earth can be increased over an indefinite period 
of time at a given arithmetical ratio. Improvements and in- 
ventions and the taking up of virgin land, as during the past 
hundred years, may greatly increase productivity, but it is 
beyond the bounds of possibility that the output of economic 
goods can be increased at a geometrical ratio over an indefinite 
period of time, or even at an arithmetical ratio. Hence, the 
conclusion of Malthus is inescapable; namely, if numbers arc 
not kept below the point that is biologically possible by moral 
restraint, they will reach the subsistence limit and be checked 
in that way. 

Former Hazards to Life. — Pestilence and war were very 
effective in keeping numbers in check for thousands of years. 
The great number of births per thousand did not result in over- 
crowding the ea rth’s resources because the death ra te was, so 
high. It is rather difficult for us to appreciate the dangers to life 
to which our European ancestors of only a few hundred years 
ago were subject. Professor Ross has made some quotations 
which aptly depict the deplorable state of affairs during the not 
very distant past . 1 The Dean of St. Paul’s says concerning the 
Middle Ages in Europe: 

“The population question slumbered. The miserable chaos into 
which the old civilization sank after the barbarian invasions, the orgies 
of massacre and plunder, the almost total oblivion of medical science, 
and t he nestif erous^x mijiitao n of could 

be smelt miles away, averted any risk of overpopulation, Families 
were very large, but the majority of the children died. Millions were 
swept away by the Black Death ; millions more by the Crusades, Such 
books as that of Luchaire, on France in the reign of Philip Augustus, 
bring vividly before us the horrible condition of society in feudal 
times, and explain amply the sparsity of the population.” 2 

The ravages of the Black Death during the fourteenth century 
were undoubtedly somewhat typical of similar epidemics during 
the preceding centuries, Hecker records that: 

1 E. A. Ross, “How Fast Can Man Increase?” Scientific Monthly , 
March, 1927, VoL XXIV, p. 263. 

3 W. R. Inge, Outspoken Essays, 1919, p. 67, Ross, ibid,, p. 264. 



262 


SOME CASES OF SOCIAL CONTROL 


“ Cairo lost daily, when the plague was raging at its greatest violence, 
from 10 to 14,000; being as many as, in modem times, great plagues 
have carried oh during their whole course. In China, more than thir- 
teen millions are said to have died; and this is in correspondence with 
the certainly exaggerated accounts from the rest of Asia. India was 
depopulated. Tartary, the Tartar kingdom of Kaptschak, Mesopo- 
tamia, Syria, Armenia, were covered with dead bodies — the Kurds 
fled in vain to the mountains. In Caramania and Caesarea, none were 
left alive. On the roads, — in the camps — in the caravansaries, — 
unburied bodies alone were seen; and a few cities alone remained, in 
an unaccountable manner, free. In Aleppo, 500 died daily; 22,000 
people, and most of the animals were carried off in Gaza, within six 
weeks. Cyprus lost almost all its inhabitants; and ships without crew 
were often seen in the Mediterranean, as afterwards in the North Sea, 
driving about, and spreading the plague wherever they went on shore. 
It was reported to Pope Clement, at Avignon, that throughout the 
East, probably with the exception of China, 23,840,000 people had 
fallen victims to the plague. ... In Padua, after the cessation of the 
plague, two-thirds of the inhabitants were wanting; and in Florence 
it was prohibited to publish the numbers of the dead, and to toll the 
bells at their funerals, in order that the living might not abandon them- 
selves to despair.” 1 

Thorold Rogers gives an account of conditions in England only 
a few hundred years ago that indicates that the problem of 
pressure of the population upon food supply was by no means 
acute, since disease and pestilence did their work so effectively: 

“The habits of the people were favorable to pestilence. Every 
writer during the fifteenth and sixteenth centuries who makes his com- 
ment on the customs and practices of English life, adverts to the pro- 
fuseness of their diet and the extraordinary uncleanliness of their habits 
and persons. The floor of an ordinary Englishman’s house, as Erasmus 
describes it, was inconceivably filthy, in London filthier than elsewhere, 
for centuries after these events. The streets and open ditches of the 
town were polluted and noisome beyond measure. The Englishman 
disdained all conditions of health.” 2 

The Reduction in the Hazards to Life. — The past hundred 
years have witnessed a remarkable change in living habits. 
Further, during this time has come the epoch-making discovery 
of the nature of infectious disease. To-day, most of the dis- 

1 Epidemics of the Middle Ages , 1844, pp. 23, 26. Ross, ibid. } p. 264. 

2 Six Centuries of Work and Wages , 1884, p. 118. Ross, ibid., p. 264. 
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eases that formerly took a large toll in human life have been 
almost entirely eliminated, or, through the process of vac- 
cination, are subject to a very high degree of control. Warfare 
still plays its part in reducing numbers, as is indicated by the 
estimate that the World War reduce d the population by thirty 
millions, ten millions dying as a result of battle and twenty mil - 
lions from plague, disease, and famine . 1 And death from accident 
claims a considerable number of persons each year. But in- 
fectious diseases are kept well in hand. 

It is primari ly because of disease controj j^ 
of the western world has increased at such a tremendous rate dur- 
ing the past hundred years. Along with this there has been, as 
already indicated, a tremendous i ncrease in the , - output-of ec o- 
nomic goods . These two things have gone together. The 
improvement in economic welfare has made it possible to give 
attention to problems of science, and hence, to the problem of 
disease. Further, if the gains in economic output had not been 
effected, the present number of people could not exist. 

There is a strong movement to-day looking toward the pre- 
vention of war. If this should be successful, and if the ravages 
of disease can be further checked, the population question will 
become more acute than would otherwise be the case. The 
contest will lie, so far as human well-being is concerned, be- 
t.ween the birth rate and-imnrovement in the economic art s. 
As indicated earlier, no one knows what the future may bring 
forth in respect to our ability to use the natural resources. The 
marvelous development of the past hundred years may be 
duplicated during the next century, but it does not seem prob- 
able that this will be the case. Unquestionably, natural 
resources are being exhausted. The world has much less in 
the way of coal, iron, oil, forests, and agricultural fertility than 
it had a hundred years ago. Unless the birth rate is kept at a 
very low point it is extremely unlikely that the present state of 
economic welfare can be maintained. 

The Birth Rate. — Happily, the birth rate is decreasing, and, 

1 W. F. Wilcox, “Population and the World War; a Preliminary Sur- 
vey,” Journal of American Statistical Association, June, 1922, p. 702, 
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what is more, it has been reduced more than has the death rate. 
Thus the rate of natural increase in population is less than was 
true, say, fifty years ago. But, of course, even a slight annual 
increase will in time mean overcrowding. An increase of 10 
persons per year for every 1000 of the population will mean that 
the population will double within sixty years. The annual 
rate of natural increase in Germany is now about 8; in Hun- 
gary 9; Holland 15; Belgium 7; England and Wales 6.6; and 
Italy 13. There is practically no increase in the French popu- 
lation except as a result of immigration. The excess of births 
over deaths in that country for 1923 amounted to only 94,871 
according to the official census. 1 The rates of increase in these 
several countries are considerably less than those which formerly 
prevailed, but, to repeat, such increases will in time lead to 
overcrowding. 

During the past 127 years — since 1800 — the population of 
the world has trebled . The population in Europe also trebled, 
and that in the United States was multiplied by 23. At the 
present time the excess of births over deaths adds some 50,000 
persons to the world’s population every day. By the year 2027, 
at the present rate of increase, the population of the world will 
amount to five billions. It is now approximately one and three 
quarter billions. 

The population of the United States is estimated by the Census 
Bureau to have increased by approximately 1,500,000 during 
the fiscal year ending June 30, 1927. The net immigration dur- 
ing this period according to official figures amounted to approxi- 
mately 284,000. It is estimated that in addition perhaps 175,000 
persons entered the country illegally. According to these data 
the excess of births over deaths in the United States for the year 
indicated amounted to more than one million. The total in- 
crease was 1.5 per cent of the total population, or at the rate 
of 15 per 1000 persons. This is approximately the same rate 
of increase that prevailed from 1910 to 1920, but it is consider- 
ably less than the rate of increase from 1890 to 1900, which was 

1 These data are taken from E. M. East, “The World-Wide Problems of 
Over-Population,” Current History , July, 1926, Vol. XXIV, p. 523. 
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20 per cent for the ten-year period. The declining birth rate is 
indicated by the fact that no more children were bom in the 
United States in 1925 than in 1916, despite the fact that the 
population was sixteen millions more in the latter year than in 
the former. The decline in the birth rate, and increased re- 
striction of immigration may soon bring about a stationary 
population. As suggested above, this would seem to be more 
desirable than that the population should continue to in- 
crease. Certainly the number of persons that can extract a 
good living from the resources of the United States is definitely 
limited. 

An interesting point may be made to the effect that the tend- 
ency toward a stationary population is cumulative. If a popu- 
lation is increasing, the number of women of child-bearing age is 
large relatively to the number of old persons, but if population is 
not increasing, or is declining, the number of women of child- 
bearing age is relatively fewer than otherwise. This means that 
the rate of natural increase tends to decrease at an accelerated 
rate as a movement toward a stationary population sets in. 1 
Further, in this connection it is significant that the immigrant 
women who have come to the United States in such large num- 
bers during the past one hundred years have almost all been 
of child-bearing age. This has augmented the proportion of 
such persons in our population. The great reduction in the 
number of immigrants that are permitted to enter the country 
will thus alter the birth rate per 1000 of the population. Then, 
too, the birth rate among foreign-born women has been rela- 
tively much higher than that which has prevailed among the 
native-born women. 

The Law of Diminishing Returns Considered Historically. — 
The race that has been going on for the past one hundred years 
between population increase and improvement in industrial 
methods has caused many writers to take an interesting posi- 
tion. They observe the general increase in economic welfare 
and conclude that there is no law of diminishing returns con- 

1 For an elaboration of this point see L. I. Dublin, “The False Propa- 
ganda of Birth Control/' Atlantic Monthly , Feb., 1926, Vol. 137, p. 186. 
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sidered historically. 1 The implication is that one need have no 
concern in regard to the future. The conclusion also seems to 
follow that any possible increase in numbers would not result 
in a decrease in welfare. But the fact of an increase in average 
welfare during the past several decades does not throw any light 
on the question as to whether the increase would not have been 
more marked if population had not increased so rapidly. These 
writers can argue only that welfare has increased. They cannot 
conclude from the data that the optimum has been secured; that 
the increase in welfare has been as marked as was possible, in 
view of the improvements in methods, if the population had 
not increased so rapidly. In short, they cannot conclude from 
their data that we have not been in the stage of diminishing 
returns. 

There is, indeed, ample reason for believing that we have 
fallen far below the optimum; that the increase in numbers 
has forced us much farther into the stage of diminishing returns 
than we would have gone if numbers had been less. Certainly, 
one of the most striking facts of our economic life is that th§ 
marvelous improvements of the past several decades have no t 
greatly augmented the welfar e of the masses . The Aladdin 
lamps of industry have not eliminated poverty. The bulk of 
the people of Europe are still near the level of subsistence, and 
even in the United States the standard of living of large sections 
of the^nonnlation is tragicallyJnwJn view of the tremendous 
advance ip ^chnione^ Per capita production is still meager 
despite the genius of the inventors. The only possible explana- 
tion of this seems to be that the ever increasing numbers have 
kept us far down in the stage of diminishing returns and thus 
have kept the marginal productivity low. The stork has almost 
outflown the eagle of the new industrialism. 

The invalidity of the position that the increase in economic 
welfare warrants the conclusion that the law of diminishing 
returns does not operate historically, may be shown in another 
way. The birth rate has been declining in Europe and America 

1 See F. L. Patton, Diminishing Returns in Agriculture , 1926, especially 
Chapter YII. 
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for many years. The population although augmented at an 
unprecedented rate during the past one hundred years has not 
increased as much by far as is biologically possible. The data 
compiled to prove that returns have not diminished historically 
have all been based on a limited number of persons. Certainly 
the most optimistic observers of the history of welfare would not 
argue that welfare could continue to advance if the population 
should double every twenty-five years. 

The impossibility of such a rate of increase over a long period 
of time beginning with only one couple was noted in Chapter 
VII, and also in the quotation from Malthus. Such a rate of 
increase would multiply the population by 8 in one century and 
by 128 in two centuries. The appalling result of such an in- 
crease if long continued is obvious. The square miles of earth 
surface are limited. There can be no escape from the position of 
Malthus. Either population must be checked by moral restraint 
or misery will abound. „ 

The Concept of the Optimum. — The concept of the optimum 
is of marked social importance. If this idea could be appreciated, 
the discussion of the population question would be greatly 
clarified. The analysis of the writers referred to in the preceding 
paragraphs suffers, as indicated, because of failure to think in 
terms of the optimum rather than in terms of the degree of 
welfare that has happened to be realized. Further, much of 
the popular discussions of this subject is not cogent because 
of the neglect of the idea of an optimum. One prominent 
feature in almost all of the discussion is the naive belief in the 
desirability of bigness which pe rmeates so much of the popular 

thinking in r espect to the various aspects of l ife. Newspaper 

comments upon the population statistics for any period reflect 
a feeling of gratification if numbers have increased more rapidly 
than during the preceding census period, and a feeling of dis- 
appointment if the increase has been less rapid than formerly. 
There is usually no explanation as to why larger numbers are 
desirable; it is merely assumed that they are. If such writers 
had the concep t of the opt imum in mind their attitu de wmfid 
almost necessarily be different. At least they would be forced 
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to argue that larger numbers would increase per capital welfare 
and this might provoke serious thinking in regard to the 
problem. 

Another element in the situation which indicates a failure to 
appreciate the fact of diminishing returns and the resulting 
concept of the optimum, is what may be called the religious 
attitude of many persons. This is that God is good; that He 
is abundantly able to take care of His children regardless of 
how many there are, and, hence, that there need be no concern 
over the possibility of overpopulation. An appreciation of the 
simple fact that all natural resources are subject to diminishing 
returns would tend to dispel such an attitude of mind. In 
theological terms, it may be insisted that the law of diminishing 
returns is one of God's fundamental laws, and that He intends 
that His children shall be governed thereby. 

Another element in the popular attitude toward the popu- 
lation question is the spirit of optimism. The pessimist is sel- 
dom popular, whether he be a Noah preparing for a flood or an 
economist preaching the danger of overpopulation. Men and 
women prefer not to look toward the future with foreboding. 
This suggests that persons who are concerned about the danger 
of overpopulation should not emphasize the calamity that may 
result therefrom, but should instead stress the fact that a better 
standard of living could be secured in the future than is now 
realized, if numbers could be so adjusted to natural resources 
that the optimum could be secured. 

The general effect of attaining the optimum population is 
well stated by Wolfe: 

“ Once the optimum were attained, the expenses attendant on popu- 
lation growth would be avoided. Additional hous'ng, public utility 
extensions, and land reclamation would no longer be essential. In- 
crease of land values and rents would be checked. Slower use and 
decreased waste of natural resources would retard the increase in the 
cost of raw materials. Distribution of income would undergo some 
change. Wages would be higher and interest lower. Business would 
become less speculative. Costs of consumers' goods would tend to 
fall.” i 

1 A. B. Wolfe in Population Problem $ , edited by L. J, Dublin, p. 72. 
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Causes of the Beeline in the Birth Rate. — Despite the ele- 
ments of thought which have just been indicated, choice is being 
exercised in regard to numbers. The birth rate has steadily 
fallen in all modern countries, as already indicated. There are 
many elements that account for this. One of the most signifi- 
cant ones is the almost universal desire to-d ay for improvement 

in mate rial welf are . The desire to have an improved”economic| 

position has permeated all classes of the population in Europe 
and America. This is less prominent in the lower economic 
groups, but it is not absent among such persons. Another 
phrasing of this runs in terms of democracy. The lines of divi- 
sion between social classes that were formerly largely hereditary 
have been broken down to an ever increasing degree during 
the past century. The persons in the lowest economic group 
may aspire to membership in the higher groups. Such social 
advancement depends largely upon economic income. 

The in creasing en^ah asis-^^ means tha t most 

p ersons regard xd ii]^ economic burden, and also that 

they are anxious to give to their children educational oppor- 
tunities that will make it possible for them to prosper and to 
have a standard of living that is deemed to be fit. The very 
large increase in the portion of the population that attends high 
school and college is striking evidence of this. 1 This means that 
the cost of rearing children has increased tremendously during 
the recent decades. The modern city child in the middle and 
upper economic groups involves a great outlay in money, and 
often makes no contribution at all to the family exchequer. 
The contrast between modem urban life and life on the farms 
fifty years ago is most marked in this respect. Formerly, the 
population was largely agricultural and only a minimum of 
school attendance was deemed to be necessary. Under such 
conditions, children were economic assets to their parents. 
To-day, less than 30 per cent of the population live on farms, 
and even with this group there is growing emphasis on the im- 
portance of attendance at high school and college. Thus even 
on the farms children have lost much of the economic value 
1 See Chapter XLVII for data in regard to school attendance. 
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that they formerly had. This change in the economic status 
of children is unquestionably a very important factor in the 
declining birth rate. 

Another important element in bringing about the decline in 
the birth rate is what may be broadly termed the Woman is 
Movement. This is part of the general democratic movement 
which has been under way in Europe and America during the 
past century. Politically and socially the married woman was 
something of a chattel to her husband a hundred years ago. Her 
property at marriage became his, and his voice at once became 
one of authority. The promise to obey was not an idle one. As 
Professor Wolfe puts it, “One can read the Essay from cover 
to cover without encountering a passage which indicates that 
Malthus ever thought that women have anything to do with 
population.” Choice was reserved to the man. The past several 
decades have wrought a great change in this respect. The in- 
dependence of women has been greatly increased. Business 
and professional opportunities have made them far less de- 
pendent on marriage than was true formerly, and in the marriage 
state, the pains of childbirth and the care of children have come 
to be matters of conscious choice with ever increasing numbers 
of city women. 

The urge to parenthood is so strong that a child or two is 
desired by perhaps almost all women, but there is an increasing 
preference to bear but few. Further, the attitude of preference 
for a small family is fast becoming part of our social mores. 
In this as in other phases of life custom is important. There are 
styles in sizes of families as definite as in the shapes of hats. 
And the present mode is the small family. To an increasing de- 
gree it is not good form to have a large number of children. The 
contrast between the social attitude in respect to this matter in 
the pioneer communities of a century ago and that in a modem 
city community, is most marked. 

One important supplemental factor to the above considera- 
t ions is the increased knowledge of contraceptive methods, or 
of birth control. There is considerable opposition in some quar- 
ters to the dissemination of such information, but despite this the 
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knowledge of such methods is apparently more and more wide- 
spread. Some observers say that such knowledge has only re- 
cently been rather widely extended among the poorer groups, 
and that it is to be expected that the birth rate among them will 
more nearly approach that which has long prevailed in the 
more well-to-do groups. One who is interested in the elimina- 
tion of poverty, or in its reduction, cannot well fail to rejoice 
that it is increasingly possible for the poorer families to restrict 
the number of their children. 

As suggested in the earlier chapter that dealt with this sub- 
ject , 1 it is possible that the modern industrial^ life has reduced 
fecundity to some extent. Thus this may be a factor in th$ 
declining birth rate. But the most significant factors are, it 
seems, the ones that have been emphasized above. 

Migrations. — A discussion of the population question raises 
the issue of the migration of people from one area to another. 
Throughout history, overcrowding in one district has led to a 
movement into areas that were less densely crowded. The 
people of all the centuries have acted on a knowledge of the law 
of diminishing returns. This situation has menaced, and still 
menaces, the peace of the world. The question thus arises as to 
whether the people of one area can restrict their numbers and 
maintain a high state of living, and protect their standard 
from the encroachment of the more rapid breeders outside their 
boundaries. 

Under certain conditions this can be accomplished, as in the 
case of the United States at the present time. Undoubtedly 
the people from southern Europe and Asia would inundate our 
land if permitted to do so. Our exclusion laws are keeping them 
out, but in the long run such laws may not be effective if the 
swarms of people desiring admittance continue to increase. 
Pressure of population, if other areas are less crowded, leads to 
wars of conquest and victory tends to go to the more numerous. 
The outlawry of war and leagues of nations to keep the peace 
may operate as checks on such processes, but over a long period 
of time the resources of the world cannot be very unequally 

1 Chapter VII. 
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divided among the population of the world. Hence, the ability 
of one people to maintain a high state of living for themselves 
tends to depend upon the desire of other peoples to do likewise. 
In other words, the welfare of the people of the United States 
during the next century or so will turn upon the birth rate in 
other countries. And this will be determined by whether a de- 
sire for economic welfare is developed to such a point that con- 
trol will be exercised. It follows t hen that the creation of 
economic wants among the rapidly incr easing peoples is~of 
pprime importance. The commercial salesman~and noT theHnms- 
sionary may prove to be the agency that will save Christ ian 
Civilization. 

United States Immigration. — The United States has been 
peopled almost exclusively by immigrants and their descendants. 
From 1820 to 1925, almost 37,000,000 im migrants entered the 
country. Two-thirds of the present population are either foreign- 
born or born of parents of which one or both were born abroad. 
In the colonial and early national period there were no restric- 
tions upon entry into the country. State regulations prevailed 
for about fifty years (1830-1882), during which time there was 
some national legislation affecting the transportation of immi- 
grants. In 1882, Congress enact ed a law excluding Chinese, 
and from that time on the restrictions have become more 
drastic. In 1924 an act was passed that limits the number of 
persons from any European nation to 2 per cent of the numb er 
of foreign-born persons of that country who were residents of 
the United States in 1890, but a minimum of 100 may be adr 
mitted from any of these nations. This law provided that the 
classification should be later changed from a national to a racial 
basis, but the impracticability of a racial classification has 
caused Congress to extend from time to time the date for the 
expiration of the national classification. Persons from the 
Orient, with some exceptions, are excluded under other laws. 
There are no quota restrictions so far as people from the western 
continent are concerned. They may be excluded, if at all, only 
on the basis of health, criminality, or other unfitness prescribed 
in the laws. 
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In the two decades, 1841-1860, 93 per cent of the immigra- 
tion came from northern and western Europe and less than 
1 per cent from southern and eastern Europe. But in the first 
decade of this century only 21.7 per cent came from the former 
section, and 70.8 per cent from the latter. The quota law, 
which was first adopted in 1921, is designed to check the num- 
ber that enter the country from the southern and eastern parts 
of Europe. The result of this is reflected in the fact that 23,118 
came from that section in 1925 as compared with 125,248 from 
the northern and western parts of Europe. These were 7.9 per 
cent and 42.8 per cent respectively of the total immigration. 
Almost 35 per cent of the immigrants of that year came from 
British North America. 

It is claimed in many quarters that the people from the south- 
ern and eastern parts of Europe are inferior biologically to those 
from the northern and western sections of that continent. 
Differences of this kind, however, have not been scientifically 
established, in the opinion of some of the most careful students. 
Modern scientific thought on this question emphasizes the im- 
portance of social environment and gives but little credence to 
inborn traits. Perhaps the social environments of the people 
of the two sections are such that persons from the one region 
will more probably become good citizens of the United States 
than will persons from the other sections. It is only in such 
considerations, if at all, that a basis can be found for different 
treatment among these peoples. 

The effect of the more drastic exclusion policies of recent 
years is shown by the following data. In each of the five years 
preceding the outbreak of the World War the total number of 
aliens admitted to the country was over 1,000,000, and in 1913 
and 1914 almost 1,500,000 for each year. Something less than 
200,000 of these, except for one year, were non-immigrants, 
that is, aliens en route through the country or coming for a tem- 
porary period. Subtracting the number of aliens that departed 
from the number that came the net increase from immigration 
is found to have reached almost 1,000,000 in 1913 and in 1914. 
In contrast with these figures the total admissions in 1925 and 
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1926 were less than 500,000, and counting out the aliens who 
left the country, the net increase for each of these two years was 
less than 300,000. Approximately 100,000 of those admitted 
in these two years were from British North America, and over 
30,000 were from Mexico. As remarked earlier, it is estimated 
that about 175,000 aliens enter the country illegally each year. 
Some of these are members of ship crews who desert their 
vessels here, and others are smuggled over the Canadian and 
Mexican borders. 

Do We Need Immigrants? — In the discussion of the problem 
of immigration, the point is very frequently made that we need 
the immigrants in our industries. An interesting question 
arises as to what persons properly constitute the we in this 
statement. The owners of mines, factories, and certain types 
of farming land do always need such labor. It is usually very 
cheap relatively to native labor and it is desired in order that 
profits may be augmented. The consumers of such products 
may also profit from the use of such labor by the employers, as 
competition among them may reduce the prices of products 
somewhat. But certainly the wage earners of this country do 
not need the extra labor from abroad. The influx of foreign 
laborers can only result in lowering wages. Further, in so far 
as such persons cannot easily be brought into trade unions, 
their presence is all the more depressing to wage standards. 

Considered broadly, the question of the influx of foreign 
laborers involves the question of the effect that their addition 
will have upon the average economic output. It also Involves 
the social consequences of a reduction in wages for the major 
portion of our population. Further, the question of the effect 
of large groups of foreigners upon the political and social con- 
ditions is also to be considered. Clearly, the gain to employers 
may be far more than offset by losses in other directions. The 
most important economic tasks tend to be done by a given 
population. If certain work cannot be done because of a lack 
of laborers, the chances are that it can well be left undone. If 
waste places can be farmed only by importing foreign laborers, 
the situation calls for rejoicing that numbers are so few relatively 
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to resources that such places need not be used. If certain mines 
can be operated only with cheap imported labor, this is an 
indication of well-being which it would be a travesty to destroy 
by adding numbers and forcing down the marginal productivity 
of the nation so as to make it possible to work such mines. If 
certain factories can be run at a profit only by importing low 
wage labor this means that other lines of employment are more 
profitable; that in view of the opportunities that confront 
the population, the one line of work cannot be carried on. A 
wise population policy calls for such an adjustment of numbers 
to resources that inferior lands and mines will lie unused, and 
certain products will be imported from the more overcrowded 
countries. 


PROBLEMS AND EXERCISES 

134. Define the term diminishing returns. 

135. If the population of the United States should double every 
25 years during the next 100 years, what would the density be per acre? 
If this rate of increase should go on for 200 years? 

136. Name several factors to account for the marked difference be- 
tween living conditions during the Middle Ages and those that prevail 
now. 

137. President Harding wrote a letter in 1921 congratulating a 
woman in New York who was the mother of 16 children. He thus 
implied that all women should bear this many children. Compute the 
increase that would take place in our population during 50 years .if 
this were done. 

138. Give several reasons to account for the fact that an increase 
in the population is usually approved. 

139. “The desire for economic goods has displaced the desire for 
large families/ 7 Discuss 

140. “The real enemy of the dove of peace is not the eagle of pride 
or the vulture of greed but the stork/ 7 E. A. Ross. Develop an 
argument in support of this statement. 

141. “America could never have finished its transcontinental rail- 
roads, developed its coal and iron deposits, operated its furnaces and 
factories, had it not drawn upon Europe for its labor force; for it was 
impossible to secure ‘ white men 7 to do this work/ 7 P. Roberts. 
Compare with the discussion above. 
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CHAPTER XLYI 


AGRICULTURE 

The agricultural industry is usually given a great deal of 
attention in the various nations. It is almost univer sally ^ 
“coddled.” The basic need for food is one element in this, and 
another is something of a poetic regard for rural life. Still 
another factor is the rather numerous political votes of the 
farmers/ The situation in the United States is not exceptional. 
The farm problem bulks large with us. 

The Agricultural Depression. — Tor the past several years 
the interest in agriculture has been especially marked. This 
has been due to the fact that the agricultural industry in the 
United States, and also abroad, has been in a state of depression 
since the ter m ination of the World War. It is not difficult 
to state in general terms the reason for this condition in agri- 
culture. The analysis in several of the preceding chapters 
points inescapably to an explanation of the agricultural de- 
pression. 

Our economic system is composed of many different kinds of 
industries and eaeh industry represents the work of many com- 
peting units and in some lines of work as, for example, farming, 
the number of individuals who are separately engaged in pro- 
duction is legion. Any one of the various industries will enjoy 
prosperity if the other industries make such strong demands 
upon it that in view of its ability to supply the quantity de- 
manded high prices can be secured. The firms supplying build- 
ing material prospered greatly as a result of the demands of 
building contractors during 1922-1926, and to use a negative 
illustration, iron and steel firms experienced a slump in pros- 
perity in the summer of 1927 because of a decline in building 
construction and a decline in automobile manufacture. In 
general, then, the prosperity of one industry depends upon the 

277 



278 SOME CASES OF SOCIAL CONTROL 

demands of other industries. If the outputs of the various in- 
dustries have a certain relationship to each other they may all 
enjoy a high degree of prosperity. But if the demand for the 
product of any one of a group of industries should fall off, or, if 
without any change in the demand, the supply should be greatly 
augmented, the price of products in the lines affected would fall. 
Unless there have been corresponding decreases in the cost of 
production, this would necessarily mean a reduction in profit 
to the firms concerned and this might be sufficient to result in 
great losses. 

The explanation of the depression in agriculture is indicated 
by this analysis. The supply and demand relationships in re- 
spect to the products of the farms are such that the prices of 
farm products are low in relation to the expense of producin g 
them. The expense includes wages of hired help, the cost of 
machinery and the interest on borrowed money and taxes. 
The following diagram shows the farm prices of 30 representa- 
tive products and the average costs to farmers for the period 
1914 to 1925, according to the National Industrial Conference 
Board. 

It will be noted that the prices of agriculture 'products rose 
sharply during 1916 and 1917, and fell very precipitately during 
1920. Costs rose less rapidly during these earlier years and this 
enabled the farmers to make enormous profits. But following 
[January, 1920, costs fell much less than did prices and have since 
remained further above the cost prices of 1914 than the prices 
of farm products are above the 1914 prices. Relatively to 1914, 
the relation between prices and costs was seriously to the dis- 
advantage of farmers from 1920 to 1925, as shown by the 
diagram. 

One element included in these cost data is interest on the 
value of farm land. This is clearly part of the farmer’s cost. 
But broadly speaking, the price of farm land is a result of the 
expected condition of farm prosperity. The causal sequence 
runs from the expected price of farm products to the expected 
net rent of farm lands and then to the price of farm lands. The 
price of farms can thus be determined by the expected prices in 



AGRICULTURE 


279 


farm products, but after a man has bought a farm, whether he 
will gain or lose will depend upon the prices that prevail for the 
articles which he produces in relation to the cost of producing 
them. Hence, as the prices of products fall, farmers who have 
bought land on the basis of former prices will lose money, and 
in many cases they will lose their farms to the persons who have 
loaned money upon them and taken mortgages as security. Dis- 
tress and poverty will then prevail through the farming areas. 



Chaet IX. Farm Prices (30 products) and Costs, 1914-1925. Na- 
tional Industrial Conference Board, The Agricultural Problem } 1926, 

p. 106. 

This was the case following 1920. Prices of products had been 
high as the above diagram indicates. The profits that were real- 
ized during and immediately following the war generated an en- 
thusiasm that carried the prices of land to high figures. Farms 
were purchased at a very high valuation with some cash and much 
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borrowing. In Iowa, the increase in the price of farm land dur- 
ing this period is estimated to have been almost threefold, and 
for the country as a whole the value of farm land is estimated to 
have doubled from 1910 to 1920. These extremely high prices 
of farm land increased the expense to new buyers of running the 
farms at a profit. If a farmer was to come out even on his in- 
vestment, it was necessary that the margin of price over total 
expense should remain as it was. But instead of this condition 
prevailing, the prices of products fell. The mortgage payments 
on large numbers of farms could not be met and mortgage holders 
claimed title under the law. Many farmers lost the savings of a 
lifetime, and many banks were driven into bankruptcy because 
of the loans they had made to farmers. 

The following chart shows the number of bankruptcies among 
farmers relatively to the total number of bankruptcies in all 



Chart X. Number of Bankruptcies Among Farmers Relative to 
Total Number in all Fields of Investments for United States and for 
the Northern Section. The Agricultural Year-book , 1923, p. 10. 


fields of investment for the years 1911-1923, as given in the 
Agricultural Yearbook for 1923. 

The increase in farm bankruptcies relatively to the total 
number of bankruptcies is especially marked after 1919 in the 
Northwest. As observed in the Yearbook , “the situation is 
only partially reflected in these figures, since farmers as a rule 
do not resort to the bankruptcy courts when surrendering 
property to creditors,” 
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Why did the prices of agricultural products fall in 1920 and 
why have they since remained at low figures? First, the war 
demand which had prevailed carried prices to an inordinate 
height. Then following the war, during the calendar year 1919, 
there was feverish activity in many lines of industrial enter- 
prises. The percentage of employment was very high, wages 
were high, the prices of products were also high and great 
profits were made by entrepreneurs. But by the early months 
of 1920, it appeared that as a whole the various industries were 
not so adjusted to each other that it would be possible to main- 
tain the state of prosperity that then prevailed. It was seen 
that certain lines of industry had been extended far beyond the 
possibility of disposing of the products therefrom at a profit* 
It then became necessary to cut prices in these lines of industry, 
and as a result many firms failed and a spirit of pessimism was 
introduced which led to a severe depression. This change in 
situation among the manufacturing industries led to a great 
reduction in the demand for agricultural products and thus led 
to the break in the prices of farm products. This, however, only 
partially accounts for the continuance of the agricultural in- 
dustry in the Slough of Despond. While the war demand for 
farm products and the demand during the post-war period of 
feverish business activity fell off sharply, there have also taken 
place significant changes in the supply side of farm products, 
and in the relation of agricultural exports to agricultural 
imports. 

S econd, there has been an increase in the efficiency of farm 
labor. Just what has been the rate of increase in efficiency can- 
not easily be determined. It has been estimated that from 1909 
to 1919 the increase in agriculture efficiency was about 10 per 
cent; and in the five years between 1919 and 1924 nearly 11 per 
cent. 1 Professor Falconer has compiled the following figures 
from the records of the Ohio Experiment Station relatively 
to the cost of producing corn in Ohio for the two periods 
indicated. 

1 T. N. Carver, “Rural Depopulation,” Journal of Farm Economics , 
January, 1927, Vol. IX, p. 4. 
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TABLE 4 

Labor Requirements per Acre for Corn Production in Ohio 1 



1907-1912 

Hours 

1920-1927 

Hours 

Seed bed preparation 

6.97 

5.15 

Planting 

1.21 

1.08 

Cultivation 

7.00 

4.22 

Other man labor 

20.82 

14.55 

Total 

36.00 

25.00 


The decrease fr om 36 man-hours per acre of corn in 1907-19 12 
to 25 man-hours pemj3 ii m.-i£L.192D-1927 is very marked. It 
amounts to a decrease of practically one-third. Or phrased dif- 
ferently, during the later period 25 hours of labor time resulted 
in the production of almost 50 per cent more corn than during 
the earlier period. In concluding his discussion of this, Fal- 
coner says, “ Similar economies have been made in the labor re- 
quirements for producing other crops.” 

Further, improvements have been made in the yield of animal 
products per man-hour. Not only has selective breeding given 
us better stock, but better knowledge as to vaccination and 
disease prevention has reduced mortality. Thus, supply of 
agricultural products has been increased. On the demand side, 
the decline in the number of horses is a factor of no little impor- 
tance. Professor Falconer gives the following data, in the bulle- 
tin quoted above. 

TABLE 5 

Total Crop Acres Released in Ohio 2 

By decrease in farm horses 695,880 

By decrease in city horses 448,641 

By less feed on tractor farms 49,500 

Total 1,194,021 

The item last listed arises from the fact that horses on farms 
where a tractor is used are fed some 15 per cent less than are the 

1 J. I. Falconer, Ohio Agricultural Experiment Station Bulletin, January- 
February, 1927, Vol, XII, No. 1, p. 31. 3 P. 29. 
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horses where there is no tractor. This release of over LOOP, 000 
ac res of farm products in Ohio as a result of the decline in the 
use of horses; has added approximatel y 10 per cent to the area 
of marketable crops in that state. The situation in the other 
states is perhaps closely comparable to this. 

Another significant factor in the agricultural situation is the 
change in the volume of agricultural exports and imports. This 
is indicated in the following chart, which shows the change in 
physical volume per capita. 



Chart XI. Changes in Per Capita Volume of Exports and Imports of 
Agricultural Products. National Industrial Conference Board, ibid., p. 35. 

The increase in the volume of agricultural imports and the 
decline in the volume of agricultural exports per capita since 
1918 is very marked. This alone goes far to explain thejyg ri- 
cultural depression. 

Plence, the situation is that relatively to the demand for farm 
products the supply of such products Is such that the farmers 
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are not able to secure high prices. Another phrasing of this 
is that in view of the present demand for farm products, there 
are too many farmers to permit any of them to secure the prices 
that would mean prosperity for them. A still different phrasing 
of this matter is that not enough persons have left the farms 
and gone into cities to engage in manufacturing to make it 
possible for farmers as a group to make money. There has 
been a movement away from farms recently. It has been esti- 
mated that there were 31.5 million persons on farms in the 
United States in 1920, but only 29 millions in 1927. 1 The 
United States Department of Agriculture gives the total farm 
population as 27.699.000 for January L 1928. The Depart- 
ment estimates that the farm population decreased by 193,000 
persons in 1927, 649,000 in 1926 and 441,000 in 1925. Rela- 
tively to the total population the farm population has declined 
for several decades, but it is only within recent years that there 
has been an absolute decline in the number of persons on 
farms. Yet the number has not decreased sufficiently to permit 
the remaining farmers to prosper. 

The disinclination of many farmers to discontinue farming 
and take up work in the cities can be easily explained. The 
farmers enjoy an independence of life as compared with the 
wage earners in a manufacturing establishment that is very 
pleasing to many persons. Further, the mere fact of having 
been conditioned to life on the farm makes many persons reluc- 
tant to try their fortune in the city and retards the movement 
away from the farm, even though the opportunities in the city 
may be much greater than the opportunities to get ahead in 
the country. 

K* Further, there is perhaps no line of industry in which persons 
_pf mediocre or less than mediocre ability can get on so well as in 
the business of farming. This is an important factor in causing 
persons to resist the call of the city. 

Lack of Organization Among Farmers. — Farmers are tra- 

1 Report on the Agricultural Situation , by the Special Committee of 
the Association of Land Grant Colleges and Universities, 41st Annual 
Convention, Chicago, 111., November, 1927. 
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ditionally independent in spirit. They are inclined to live 
apart from one another, and tend to be suspicious of each 
other. Hence there has been but little cooperation among 
them. Further, the fact that there are so many farmers has 
been a significant factor in preventing cooperative organizations. 
The trade association movement among manufacturers which 
was discussed in a preceding chapter has been applied only to 
a very limited extent among farmers. Thus they have been 
unable to exercise that degree of control over output and over 
prices that has been exercised by manufacturers. 

But a measure of progress has been attained recently in this 
field. “Nearly one-fifth of our agricultural business, or $2,500 ,- 
000,000 worth, was done this year (1925) through farmers* 
organizations.” 1 This statement refers to the cooperative 
"marEeHng^associations. Ninety-five per cent of these associ- 
ations are local organizations, but approximately one-third of 
the total business at the present time is carried on by one hun- 
dred of the federations and regional (non-local) organizations. 2 
They are the dominant factors in codperative marketing. Some 
advantages undoubtedly accrue from such marketing associa- 
tions, but their importance to the farming industry can easily 
be overrated. If there is a relatively small group of producers, 
and if production is confined to a rather narrow locality, as in 
the case of California fruits, an association of growers may prove 
to be very profitable. 

The California Fruit Growers Exchan&mJaas been very suc - 
cessful. Not only has it been able to control the flow of fruit 
on to the market, but it has been able to increase very greatly 
the demand for the fruit that it has to sell. But other marketing 
organizations have not been so fortunate, for the simple reason 
that they have not been able to control supply. Hence, any 
improvement in price, due to better marketing or to other 
reasons, tends to lead to increased production by non-mem- 
bers of the association, granting that members do not extend 
their crop area. This then leads to such a supply that the 
association is not able appreciably to influence price through 
1 Agricultural Yearbook , 1925, p. 17. 2 Jbid n p. 19. 
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its marketing mechanism, and thus it no longer has any excuse 
for existence. 

The Burley Tobacco Growers Cooperative Association, for 
example, was organized following the War and was one of the 
strongest and best managed of the cooperative marketing asso- 
ciations. But in the late autumn of 1927 it announced its 
inability to secure marketing contracts for 75 per cent of the 
1926 crop and proposed discontinuance for the selling season 
of 1927. Cooperative marketing organizations for still more 
widely grown products, such as wheat, corn, and oats, could 
surely have but little if any effect on price. 

Freight Rates. — One item of significance to farmers is the 
level of freight rates. The United States Secret^ jryinf A<yn>.iiL 
ture says that in September, 1925, the level of farm prices 
was 144 pe r cent of the "pre-war average, whereas freight rates 
on agricultural commodities were 158 per cent of the pre-wa r 
average. The post-war increase in freight rates was made just 
as the prices of farm crops started to fall, and this contributed 
further to the agricultural de pression. 

The adjustment of freight rates so that the railways will 
prosper, and so that other fines of industry, including farming, 
will not be adversely affected is an intricate problem, as has 
been indicated in an earlier chapter. It would clearly be so- 
cially inadvisable to carry the crops of the country at a loss 
to- the railroads. This would mean a loss to other industries. 

The Grain Futures Administration. — The farmers have long 
looked with suspicion at the organized produce exchanges. 
Unfavorable price movement has very frequently been at- 
tributed to the speculators in the markets. This attitude has 
been largely unfounded, as has been implied in the discussion 
in preceding chapters. Short selling tends to depress price, as 
the agriculturists contend, but buying to cover the short con- 
tracts tends to raise price. The data in Chapter XXIV clearly 
show that during the years indicated the speculators did not, 
as is so often charged, lower the price at crop selling time and 
raise it later. 

It is reasonable to believe, however, that over short periods 
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of time speculative operators who buy and sell large quantities 
of produce may cause the price of a product to rise and fall. In 
the hopes of accomplishing something by way of reducing price 
fluctuations, Congress provided, a few years ago, what is called 
the Grain Futures Administration, to be directed by the De- 
part^^ TneHpuy^^ 
markets are carefully recorded bv this agency and special in- 
vestigations are made when the price fluctuations are espe- 
cially marked. Partly as a result of this work, and of the 
latent power of the Grain Futures Administration, the ex- 
changes have taken steps to prevent marked fluctuations in 
prices from day to day. 

Packers and Stockyards Administration. — Congress has also 
provided for a separate unit of administration in the Department 
of Agriculture to supervise packers and stockyards. The aim of 
this administrative unit is u To„promote fair. impartial, open, an d 
competitive conditions imJih nUk^to A and meat-marke ting 
process of the country.” 1 Investigations are conducted, books 
of marketing agencies are audited, suggestions are made as to 
suitable rates of commission, bonds are required from buyers to 
assure payment for stock purchased, and in other ways attempts 
are made to secure fair treatment to farmers. 

Research. — The national Department of Agriculture also 
engages in very extensive research in respect to methods o f 
growing products, diseases of plants and farm animals, the de- 
velopment of new products, and harvesting and marketing. In 
addition to such work by the national department, state depart- 
ments also do much work of this character. Further, in the 
dissemination of news in regard to prices, market conditions, 
and weather the national Department of Agriculture performs 
very valuable service. This work is of very great significance 
to the nation as a whole. But on account of the increase in 
product which has resulted therefrom, it has contributed to the 
losses which some farmers have experienced recently. 

The Tariff and Agriculture. — Our protective tariff which has 
prevailed throughout our national life is very largely designed 
1 Yearbook , ibid., p. 38. 
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in the interest of manufacturers, and it has contributed ap- 
preciably to profits in many lines of manufacturing. This has 
come, as was explained in Chapter XXXIV, through keeping out 
the manufactured products of foreigners and thus permitting 
American manufacturers to receive higher prices than they would 
otherwise have been able to get. Throughout the tariff history, 
claims have been made by the tariff advocates that the farmer 
received substantial benefits as a result of this policy. But a 
protective tariff can be of advantage to an industry only in case 
foreign goods are excluded that would otherwise be sold in the 
home markets in competition with home products. So far as our 
agricultural industry as a whole is concerned, agricultural prod- 
ucts have been exported during our entire history. Generally 
speaking, there has been no competition in local markets with 
foreign agricultural products. Hence the tariff policy cannot , 
so far as th e whole group of agricm ll ^ 
havT^eenofbenefit to American agriculture. 

Furthermore, the tariff has tended to be of direct disadvan- 
tage to American farmers for two reasons. In the first place, it 
has resulted, as already indicated, in making prices of manufac- 
jured products higher than they otherwise would have be en. 
Hence, the purchases that the farmers have had to make as 
producers and also as consumers have been increased as a re- 
sult of the tariff on manufactured products. Second, the tariff, 
by cutting down the importation of manufactured products, 
has restricted the sales which foreigners could have made in our 
markets. This has meant that foreigners were thereby re- 
stricted in their purchases from us. In short, since the tariff 
curtailed the sale of manufactured goods to foreigners, it at the 
same time curtailed the purchase of agricultural products f rom 
America. The tariff policy has thus not only failed to benefit 
agriculture directly, but has affected it adversely indirectly. 

The situation of American agriculture in respect to the tariff 
policy can also be illustrated by reference to the situation in 
England. I n England following the Napoleonic wars, tariff 
duties were instituted upon the importation of food products. 
These tariff duties became known as the “corn laws,” During 
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the 1830’s and early 1840’s, a vigorous camnakm as carried on 

in England looking toward the repeal of this legislation. The 
advocates of the removal of these tariff duties were finally suc- 
cessful and the laws were repealed in 1846. These tariff duties 
were clearly to the advantage of the landowners in England. 
Food products were imported into England rather than ex- 
ported from England. Hence the tariff duties permitted prices 
of farm products to be higher than they otherwise would have 
been. This situation, to re peat, was just the opposite of t hat 
which ha s always prevailedJiuth all nited States . Here we have 
been exporters of agricultural products and thus it has been im- 
possible for tariffs on farm products to raise the prices in our 
markets above the prices which would otherwise have prevailed. 

From the point of view of the many individual articles of farm 
production, there are some exceptions to the above analysis. In 
the tariff act of 1922, duties are provided for something over one 
hundred agricultural products. On some of these articles the 
tariff is effective. T his is true of sugar, flax, lemons, peanut s, 
almonds, walnuts, wool, and clover and alfalfa seed. The tariff 
is partially effective on hay, rice, potatoes, mutton, beef, dairy 
products, certain grades of wheat, and certain types of tobacco. 1 
But so far as major farm products, such as wheat, corn, oats, 
barley, cotton, and pork products are concerned, American 
farmers are exporters an d it is ab&u rdJxLJael^ 
gan be of anv benefit.lo^ them..jwJ^ The effect of the 

tariff on wheat was given special consideration, it will be re- 
called, in Chapter XXXV. 

Proposed Measures for Farm Relief. — Whenever an in- 
dustry is in the condition that the farming industry has been 
in for the past seven years, it is to be expected that demands 
will be made for legislation designed to improve conditions. 
This is especially to be expected if the persons concerned repre- 
sent a large number of voters, as is true of farmers. One kind 
of legislation designed to benefit the farming industry has to 

1 Report on the Agricultural Situation by the Special Committee of the 
Association of Land Grant Colleges and Universities, 41st Annual Con- 
vention, Chicago, III, November, 1927. 
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do with, money and credit. As was indicated in Chapter XXX 
special legislation has been designed to make it possible for farm- 
ers to borrow money at lower rates than would otherwise have 
been possible. 

The interest of the farming sections in the banking syste m 
led to a demand duringj. 923-liI2Af Qrm farm era 

on the Federal Reserve Board. Legislation was passed in the 
summer of 1924 enlarging the Federal Reserve Board by one, 
the understanding being that the President would appoint a 
“ dirt farmer” to fill the position thus created. At the same time 
vigorous opposition was offered to the reappointment of the 
governor of the Federal Reserve Board, W. P. G. Harding, 
whose term of office expired at that time. The complaint of the 
farming group at this time took in part the form of criticism of 
the Federal Reserve Board for the stiffening of money rates in 
1919 and 1920. The idea expressed was that the Federal Re- 
serve Board had deliberately caused the break in prices which 
came in the early part of 1920. Careful observers point out, 
however, that the board erred in delaying so long to advance 
the rates. Many proposals have also been made during the 
past few years for marked increases in the amount of money. 
Some of these are patently absurd. 

One interesting form of proposed legislation was embodied in 
the McNarv-Haugen bill T which passed Congress in February, 
1927. The bill was vetoed by the President and thus did not 
become a law. The plan contemplated the creation of a com- 
mission whose duty it should be to buy a sufficient quantity of 
farm products to raise the prices of such products to satisfactory 
levels. The amount that was thus to be purchased was to be 
disposed of abroad by this commission at any price that could 
be secured for it. The plan also provided that tariff duties 
should be Imposed in order to prevent such produce as was sold 
abroad from being reimported into the United States. This 
plan meant, of course, that the produce which the commission 
thus bought up could not be sold abroad at the prices which 
were paid for it. Hence it was inevitable that a deficit would 
be incurred. To make up this deficit, it was proposed that the 
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v arious fa rme rsjsMi^ sum o f 

money in the form of fees to make up this differen ce. 

This plan had certain obvious weaknesses. In the first place, 
it was to be expected that the foreign nations would strongly 
resist such an attempt on the part of the United States Gov- 
ernment to sell products in their market at low prices. While 
s^Fsales inLonHon^ for example, would have been decidedly 
beneficial to the city population of England, it is inconceivable 
that the farming groups would not have objected bitterly to 
such sales. It is to be expected that their protests would have 
been effective in causing the government to take steps to pre- 
vent such dumping on the part of the American government. 
Likewise, the farming interests in other countries would also 
have risen in arms against this cut-price policy on the part of 
the American government. Second, as the plan would have 
been temporarily successful in raising the prices of American 
farm prod ucts ..this wouldLhave led to an increase in production , 
and as a result of this, the commission would have been called 
upon to purchase an ever increasing quantity of products in 
order to maintain the price which was deemed to be reason- 
able. 

In the discussions of this bill, it was alleged by Secretary 
Mellon of the Treasury Department, and other administration 
leaders that the plan should be sharply condemned because it 
would result in raising prices to American consumers, and would 
permit Europeans to buy American products cheaper than 
Americans at home were able to buy them. This undoubtedly 
was the effect which was contemplated by the sponsors of this 
legislation, but the same effects result, and always have re- 
sulted, from the protective tariff so far as manufacturing is con- 
cerned. The s elfishness of the farmers in this proposed legisl ation 
is not more to be condemned than is the selfishness of Mr. Mellon 
and other manufact ure rs who have always stanchlv suppor ted 
a protective tar iff on manufactured goods . But the fact that 
the farmers are no more selfish in their demands than the manu- 
facturers have been, does not make the proposal a good one. 
Further, the plan is impracticable, as suggested above, for 
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reasons which do not apply so far as the tariff on manufactured 
goods is concerned. 

As indicated at the outset of this chapter, the market weak- 
ness in the farming industry comes because of a maladjust- 
ment of this industry with other industries of the country. 
W hat is needed is that thej=si^ ^ relationship be 

correcte d thrau^h some , de^reaae.^ 

The possibility that relief might be secured through lowering 
the expense of farming is not bright. The prices which farmers 
must pay for the things which they buy are determined in 
broad markets. Marked reductions in prices of machinery, farm 
labor, etc., are not to be expected. Relief must thus be looked 
for through a reduction in the supply of products. Some re- 
lief may be expected through a better coordination of marketing 
facilities. But relief through this door would come principally 
from a curtailment of production. 

Incidentally, the present situation in the farming industry 
shows that the pressure of the population upon resources is n ot 
so marked to-day as it was a few decades ago, thanks to a de- 
cline in the raleoTpopHatio^ increase and to improvements in 
methods. Perhaps at the close of another quarter century the 
situation will be different. This suggests again the conflict of 
interest among the different economic groups. The landown- 
ing — the natural resources owning — portion of the population 
gains at the expense of other groups as the margin of land 
utilization is forced down. And the margin is lowered as a 
result of the more intensive utilization that results from an in- 
crease in numbers. Similarly, landowners lose as the pressure 
upon resources is relieved. This, to repeat, is what has hap- 
pened so far as pressure on agricultural land is concerned, 
during the past few years. 

PROBLEMS AND EXERCISES 

142. Is the analysis in respect to the agricultural depression in line 
with that in the chapter on business cycles? Discuss. 

143. How does the analysis in this chapter of the increased efficiency 
in agriculture fit in with the discussion of the population question in 
the preceding chapter? Discuss. 
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144. Note the limitations to the benefit to be derived, from coopera- 
tive selling. 

145. Discuss the effect of the tariff on wheat. See Chapter XXXY. 

146. Account for the increased degree of “government interference” 
in the agricultural industry. 

147. Contrast the practicability of the McNary-Haugen proposal 
and a tariff on manufacturing. Compare the intended results of the 
one with the results of the other. 
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CHAPTER XLYII 


PUBLIC EXPENDITURES 

I. Public and Private Economic Activity 

The Economic Activities of Government. — The point has 
been frequently emphasized in the preceding portions of this 
book that the role of the political government is ,a_ very ^ ignifi- 
cant one in o ur economic syste m. While our system is one of 
private property — of individual initiative — organized politi- 
cal government is a necessary part of it. Not only does the 
political government perform the important but elementary 
function of maintaining law and order, it has also become the 
principal agent for the carrying on of certain projects such as 
the maintenance of schools and the building of roads. Further- 
more, as the economic interdependence of individuals has in- 
creased, the scope of government has been constantly extended 
through the necessity of having to provide rules and regulations 
for the conduct of individual enterprises, and commissions for 
the enforcement of these rules and regulations. As the scope 
of the governments activities has thus been increas ed, it has 
obviousl y been n ecessary to allocate a larger volume _of economic 
goods and serviceiTlDTE^ them these 

functions could not be performed. In terms of our modem 
life, the government must have money in order to carry on its 
work. How society shall provide this money for the govern- 
ing body, and safeguard its expenditure is an important eco- 
nomic problem. 

The Totality of Our Economic Life. — The man of the street, 
and as well many an economist, speaks of the government as if 
its work were apart from our common economic life. We are 
frequently reminded of the cost of government to-day as com- 
pared with an earlier period, and, likewise, are often told of the 
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large portion of the total national income that is taken by 
the government. Such statements often seem to imply that the 
government, which is supported at great cost, does not render 
significant service. Indeed, some of the statements in regard to 
the cost of government imply that the government is related 
to the people of the country as would be a foreign government 
to which we were compelled to pay tribute. The statements 
and comparisons referred to are couched in language similar 
to that which the Germans might well use in reference to the 
amount of money which the allied nations are endeavoring to 
collect from them in the form of war indemnities. This is 
clearly not a correct picture of the relation between the body 
of the citizens and the government, in this or any other country. 

The Totality of Our Economic Activity. — The economic 
activity of the people of a nation is divisible into two parts. 
Most persons who engage in economic activity work at 



ing, etc.; but a very large number make their contributions 
to the common economic welfare by working at government 
account — ^delivering mail, building roads, teachin g_.^diQ-QL 
inspecting factories, regulating the rates of public utilities, 
combating agricultural pests, judging cases at law, building 
battleships, policing cities, and so on. The last named groups 
of persons are engaged in economic activity as clearly as 
are the members of the first group. The difference between 
the two is merely that the one kind of activity is undertaken 
by private initiative and the other is undertaken at the ini- 
tiative of the government. Between the two kinds of work 
there is no sharp line of demarcation, although with us govern- 
ment activity is seldom, if ever, resorted to except as a result 
of the shortcomings of private enterprise. But to repeat, the 
economic activity of government officials and government 
employees is as much a part of our total economic activity as 
is that of farmers and manufacturers. 

The Total Economic Income. — Similarly, the total economic 
income of the people of the nation is not reduced by the amount 
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which is paid in taxes unless the government pays out the sums 
collected in foreign indemnities or indulges in wasteful expendi- 
tures. In other words, if taxes, barring foreign indemnities, are 
properly spent they yield an income to the people of the nation. 
The ultimate forms of economic income are the services yielded 
by economic goods or performed by persons. In terms of the 
familiar distinction used in the case of wages, we may dis- 
tinguish between real income and money income . Real income 
consists of services, as contrasted with money income in the 
form of dollars or other monetary units. 

Some of the bridges across rivers in this country are privately 
owned and a toll is collected by the persons who use them. They 
thus yield money income to the owners and real income, in the 
form of transportation services, to the public. The publicly 
owned bridges that may be used without charge yield real in- 
come as do the toll bridges, but there is an absence of money 
income. The railroads of the country bring a large money in- 
come to their owners, but the real income flowing from the 
publicly owned streets and country roads is of exactly the same 
nature as the real income of the railroads. Similarly, public 
schools, libraries, parks, and museums that are open without 
charge to the use of all persons yield income as do those for 
the use of which fees are charged, although only the latter 
bring in money income. 

The real economic income of the people of the nation thus 
consists of two parts — ^one part flowing from private enter- 
prise and the other from government enterprise; one part is, 
paid for directly by consumers and the other part is paid for by 
taxpayers. Taxes are burdens to the persons paying them, but 
from the point of view of the whole society, or nation, they 
merely represent collective payments to the persons who as 
government officials or government employees perform services 
for the benefit of the general public. Taxes are burdens only 
in the sense that grocery bills are burdens. Both are ne cessary 
in a commi mts^^ of economic interde^^ 

is marked. The one insures police and fire protection, schools, 
courts, and regulatory boards and commissions. The other 
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secures the food that is produced by farmers and manufac- 
turers, with the assistance of transportation companies, bankers, 
and merchants. The fact of specialization — of economic in- 
terdependence — makes each payment a necessary part of the 
expenditure of most persons. 

The Proportion of Government Activity. — As has been noted 
frequently in the above pages, government activity has in- 
creased considerably during the past one hundred and fifty 
years, and within the past few decades the increase has been 
marked, as the degree of economic interdependence has be- 
come more pronounced. The following table gives the con- 
clusions of the National Industrial Conference Board in regard 
to the total government expenditures in the United States for 
specified years, and the relation of these amounts to the “ na- 
tional income.” 


TABLE 6 

Total Government Expenditures in the United States 1 



Total ( millions ) 

Per Capita 


1890 

1903 2 

1913 

1923 

1890 

1903 2 

1913 

1923 

Federal 

$ 291 

$ 475 

$ 692 

$ 3,459 

$ 4 61 

$ 5.87 

$ 7 17 

$ 31.26 

State 

77 

182 

383 

1,450 

1.22 

2.26 

3.97 

13.10 

Local 

487 

913 

1,844 

5,136 

7.72 

11.27 

19.10 

46 41 

Total . ... 

$855 

$1,570 

$2,919 

$10,045 

$13.56 

$19.40 

$30 24 

$90.77 

National income 
Ratio of total 

$12,082 

20,500 

34,400 

67,000 

$191.61 

$253.14 

$356.43 

$605.44 

expenditures to 
national income 

7.1% 

7 7% 

8.5% 

15 0% 

7.1% 

7.7% 

8.5% 

15 0% 


As the first portion of this table shows, government expen- 
ditures were greatly augmented during the thirty-three years 
under consideration. For 1923, the total is almost twelve times 
that for 1890. It must be kept in mind, however, that three 
significant factors must be considered in comparing the figures 
for these years; namely, the extent of the population, the level 

1 The Industrial Conference Board, Tax Burdens and Public Expendi- 
tures, 1925, p. 34. 

2 Some expenditures are for 1902 and others for 1903. United States 
Census Bureau figures for 1890 and 1902. 
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of price, and the wealth of the country. There were marked 
increases during these years in each of these three factors. The 
change in population is allowed for in the second part of this 
table. The data indicate that the go vernment expe nditures 
per person increased approx^ ^ the thirty- 

thre e yea rs under review , althouj^ ^ 

twelvefold. Further, the general price level is estimated to 
have practically doubled during this time. 1 Thus in terms of 
the prices of 1890, the per capita increase is only one-half of 
the amount shown in the table. In other words, the per capita 
expenditures for 1923 are only three and one-half times those 
correction is made for. the change in the price level. 
Then, too, if we consider the increase in expenditures in terms 
of the increase in that portion of the national income that flows 
from private enterprise, we find that the increase in public 
expenditures is still further reduced in importance. This re- 
lationship is shown in the table. The figures therein for “na- 
tional income” indicate income from private enterprise, not 
the total national income which includes real income from 
government activities. The data given show the portion of the 
total private income which went to governmental work to have 
been 7,1 per cent in 1890 and 15 per cent in 1923. 

In conclusion, the n, the total n iiblic^perid itures in the United 
States in 192 3 were twelve times what they were in 1890 in 
termsl^^ only seven ti mes as much per capita in the 

lateryea^^ three and one-half times 

as much per capita if the difference in the value of money is con- 
sidered; and only twice as much per capita on the basis of the 
ability of citizens to support public projects. But even so, the 
volume of public expenditures to-day, and their growth during 
the past thirty-three years, are very significant. Ninety dollars 
per person for every man, woman, and child in the country — 
15 per cent of the total private income — is a very considerable 
amount to devote to public enterprise. And, to repeat, the 

1 The index numbers of the wholesale prices of all commodities com- 
puted by the Bureau of Labor Statistics for 1890 and 1923 are respec- 
tively 76.1 and 142, on the basis of prices for 1913 as 100. 
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proportion of our economic energy that is devoted to gov- 
ernment activities is steadily increasing. The increase in the 
degree of economic interdependen t makes this impe rative: 
the growth in the generaLeconomic efficiency of the peop le of_ 
the nation makes it possible; and the increased development 
in the social conscience further encourages remedial public 
activity. How far the movement will go, cannot be foretold. 
It is idle to lay down rules, as some writers have done, as to 
the proportion of our economic activity that can properly be 
expended under the direction of the government. The cir- 
cumstances of the time, which include the disposition of the 
citizens, will determine the course that will be taken in this, as 
well as in other aspects of our social life, from decade to decade. 

Government Activities In Other Countries. — The growth in 
government activities is not a phenomenon which is peculiar to 
the United States. In all of the European countries we find 
similar large increases in the volume of government expendi- 
tures, or in other words, in the scope of government activi- 
ties. Indeed, in the European countries, government activity 
has been extended far more widely than it has in the United 
States. In these countries we find the governments engag- 
ing in commercial enterprises that are exclusively in the hands 
of private persons in this country. This was emphasized in 
Chapter XL, “Government Ownership/’ and a quotation was 
given there enumerating some thirty lines of enterprise in which 
foreign countries are participating. It is perhaps reasonable to 
believe that this list will be increased rather than contracted 
[in the future. 


II, The Distribution of Public Expenditures 

An interesting question arises as to the purpose for which 
government expenditures are made, or in the terms used in 
the opening paragraph of this chapter, the question is as to 
the services that are performed by the governing units. The 
nature of government activity necessarily varies from one gov- 
erning unit to another. Federal activity is very different from 
that of the states, and that of the states from that of the 
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cities, and the activities carried on by the cities differ in turn 
from those of the counties and townships. Further, It is im- 
probable that the efforts devoted to the various government 
activities are proportioned in exactly the same way in any two 
states, cities, or counties. 

It may be noted by reference to the above table that over 
half of the total government expenditure in 1923 was made 
by the local governing units, cities, towns, counties, and town- 
ships. The states and the local governments together spent 
two-thirds of the total, and the national government only 
one-third. 

National Expenditures. — War. — The expenditures of thi* , 

national government are largely concerned with military and 
naval matters, Including the payment of the public debt, 
which was incurred almost entirely as a result of war, and the 
payment of pension and other war claims. Approximately, 
three-fourths (75 per ce nt) of the total national expenditures 
in 1924 werefor sucir purposes. Out of a budget of almost 
four billion^ less than three billions thus 

related to past wars or to probable future wars. This was ap- 
proximately 30 per cent, almost one-third, of the total govern- 
ment expenditure, federal, state, and local for that year. The 
proportion that war expenditures bore to the total federal ex- 
penditures in the year under review is not unusually high, in 
comparison with that of other years. In 1870, the expenditure 
for this purpose cnn^filmi^^ cent of the total: in 

1880, almost 75 per cent; 1890, 66 per cent; and in 1900, 72 
per cent. 1 

The elimination of war would thus greatly reduce the “ bur- 
den” of government expenditure. If war becomes so destruc- 
tive that nations can no longer engage in it without the danger 
of mutually destroying each other — and competent critics 
say that this is now true — it is possible that the Christian 
nations will f omwearj^ ^ of the budg- 

ets of the future. This, however, is problematical. The spirit 

1 C. J. Bullock, “ The Growth of Federal Expenditures,” Political Science 
Quarterly , Vol. XVIII, p. 97. 
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of nationalism may be too strong to permit peoples to abandon 
the sovereign right of making war. Hence, strong nations, in- 
cluding our own, may never have their budgets reduced in this 
wise, hut mav. instead, elect to permit civilizatio n„AQ^d£sU:Q-y 
itself in mil itary combat. 

Pensions . — The payment of pensions to ex-soldiers and 
their widows is a significant part of the cost of wars. First, 
there is the general disposition on the part of the public to be 
generous with the persons who have been disabled in war. 
Second, political pressure can easily be exerted upon Congress- 
men to the end that pensions are granted regardless of the disa- 
bility of the ex-soldier or the need of soldiers 7 widows. Strangely 
enough, men who take great pride in their patriotism and in the 
fact of their devotion to the country’s interest during a war, 
are, for the most part, willing to take advantage of every op- 
portunity to become a charge upon the public treasury. Not 
only have ex-soldiers been at fault in this, but widows and other 
dependents as well. Congress has “ corrected” the military 
records of thousands of persons in order to make them eligible 
for Civil War pensions. It was not until 1878 that the last law 
relating to the payment of pensions for the Revolutionary War 
was passed, and not until 1910, 127 years after the termination 
of the conflict, that the payment of pensions in respect to it 
ceased. On this basis we shall still be paying Civil War pen- 
sions in 1990. 

The total pension bill for the Civil War is already over 5 
billion dollars, and by the year named will reach 10 billions if 
no change is made in public policy in this respect. It is interest- 
ing to note in this connection that the cost of conducting the 
Civil War was 3 billion dollars. The pension charge to date 
is thus almost twice the cost of the military operation, and we 
are perhaps not yet half through with these payments. 

It was hoped at the time of our entrance into the World War 
that the pension evil in politics might be avoided so far as this 
war was concerned. Accordingly, provisions were made for 
compensation in the case of disability or death of a soldier. 
One feature of this was provision for life insurance policies. 
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But despite these precautions, many of the states have given 
bonuses to World War veterans, and in 1924, a federal bonus 
bill was passed over the veto of the President. This provided 
cash payments to those who, under the schedule adopted, were 
entitled to sums of less than fifty dollars; and to the other ex- 
soldiers, life insurance policies were given. Banks in the Federal 
Reserve System were required to loan money on the policies 
up to 90 per cent of their surrender value. 

This law is so obviously a makeshift that it has been sug- 
gested that perhaps the Congressmen voting for it were really 
more concerned with job insurance for themselves than with 
life insurance for veterans. 1 We may confidently expect that 
additional grants will be demanded from the public treasury, 
and that they will be given, unless Congressmen should acquire 
a degree of courage in the face of would-be pensioners that they 
have not yet had. 

The Civil Functions of the National Government. — Science 
and research work on the part of the national government 
amounted to one-fourth of 1 per cent of the total expenditure 
in 1924; public works, 5.8 per cent ; marine transportation, 2.4 
per cent; promotion of public health, 0.4 per cent; and promo- 
tion of publi c education, 0.3 per cent. Other somewh at similar 
items bring the total expenditures for civil functions to 12.5 
per cent of the total national expenditure for 1924. 2 

State and Local Expenditures. — Education . — The largest 
item by far in the expenditures of state and local governments 

is education. In cities of over 30,000 popul ation^ ^8 per cent 

of the government expenditure, not including expenditures 
for public service enterprises such as water supply, was devoted 
to schools in 1924. In 1903 the corresponding figure was 29.3 
per cent. The percentage of the expenditures of the state 
governments that was devoted to schools was 36.8 in this year. 
In 1925, the figure was 38.2. Considering all of the state and 
local units of government of the country, the money devoted 

1 H. L. Lutz, Public Finance , 1924, p. 59, 

2 Industrial Conference Board, Tax Burdens and Public Expenditures , 
1925, p. 37. 



306 PUBLIC FINANCE 

to schools is well over one-third of the total public ex- 
penditure. 

The growth in the volume of school expenditures has been 
marked during the recent years, as the following table indicates. 

TABLE 7 

Statistical Summary of Elementary and Secondary Schools 
Supported at Public Expense . 1 


Year 

Per Cent of 
Children 5 
to 17 Yrs . 
{Inclusive) 
Enrolled 

Average No .' 
of Days At- 
tended by 
Each Pupil 
Enrolled 

Per Cent 
of Pupils 
in High 
Schools 

Total 

Expenditure 

Total Expendi- 
ture per Pupil 
in Average At- 
tendance 

1890 

68.61 

86 3 

1.6 

$ 140,507,000 

$17.23 

1900 

72.43 

99.0 

3 3 

214,965,000 

20.12 

1910 

73.49 

113.0 

5.1 

1 426,250,000 

33.23 

1920 

77.8 

121.2 

10.2 

1,036,151,000 

64.16 

1924 

82.8 

132.5 

14.0 

11,820,744,000 

95.17 


These data do not include normal schools, professional schools, 
and universities that are conducted at public expense, but only 
elementary schools and high schools. The total public ex- 
penditures for these schools, as shown by the table, increased 
elevenfold from 1890 to 1924, and almost doubled from 1920 
to 1924. The price level increased by 100 per cent from 1890 to 
1920, and this reduces the importance of the figure for 1920 
as compared with 1890, but the level of prices has fallen since 
1920 thus augmenting the importance of the increase in ex- 
penditure since that date. Also the population of the country 
increased during these years, thus in part accounting for this 
increase in expenditure. The population increase was, how- 
ever, less than 100 per cent. 

As the table indicates, the percentage of children of school 
age enrolled in school has increased considerably during this 
period. In 1890, less than 70 per cent were enrolled, and in 
1924 more than 80 per cent. The fractional increase in the 

1 Department of Interior, Bureau of Education Bulletin , 1926, No. 23, 

p- 35 %*u. XpCvC, 

V* 
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percentage figures was one-sixth, or 16§ per cent. But not 
only was there an increase in the percentage of enrollment dur- 
ing these years, there was also an increase in the average daily 
attendance of those enrolled. This increase was in excess of 
50 per cent. Further, as the table shows, the average expen- 
diture per pupil in attendance increased markedly, too. Almost 
six times as much per pupil was expended in 1924 as in 1890. 
Another significant feature in relation to the expenditure for 
schools is shown in the third column in the table; namely, the 
percentage of the total number of pupils that are in high school. 
In 1 890, on ly 1.6 per cent of the total number enrolled in the 
elementary schools were in high school, but in 1924 the per- 
centage so enrolled was 14. For 1920, the corresponding per- 
centage was 10.2, and for 1910, 5.1. It is also interesting to 
note that in 1894-1895 there were 19 states that did not have 
compulsory school attendance laws, but in 1920 not a single 
state was without such a law. 

Comparative statistics in regard to expenditures for state 
and municipal colleges, universities, and professional schools 
would show even larger proportional increases during the period 
of time under review. In Ohio, for example, the population in- 
creased by 52 pe r cent from 1900 to 192 5^~4g&ade school enroll- 
ment by 36 per cent; high school enroll ment by 286 pe r cent; 
and college and university enrollment b j 460 per cent . These 
data for college enrollment include the enrollment in privately 
supported institutions, but they indicate the proportional in- 
crease in attendance at publicly supported institutions. 

To an ever increasing degree not only elementary schools, 
but high schools, and colleges are being patronized by the young 
people of the nation. Social conventions are more and more 
prescribing the high school diploma, and the college diploma as 
a test of social fitness. Education, by which is meant school 
attendance and graduation, which has long been part of the 
general social ideal of Americans, is fast becoming a practical 
reality for an ever increasing portion of the population. Our 
economic efficiency makes it possible for the community to 
devote to this purpose not only the labor service of adults that 
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is expended in teaching, in building schoolhouses, and prepar- 
Jng the materials for such construction, but also the labor tirpe 
of the, children who attend school and are, say, over twelve 
years of age. Under rigorous economic conditions this would be 
impossible. But the portion of our total economic energy 
that we devote to education is not large. On the basis of the 
data of expenditures used above, it appears that only about 
4 per cent of the total economic energy of the people of the 
United States, not counting the persons enrolled in schools, is 
devoted to this purpose. 

N on-educational State Expenditures. — As noted above the 
expenditures, of all of the state governments taken together in 
1925, for schools amounted to 38.2 of the total budgets. Library 
expenditure was 0.2 per cent of the total, making the combined 
budget for education 38.4. The next largest item in the com- 
bined budgets of the states was charities, hospitals, and cor- 
rections. This accounted for over 16 per ce nt of the total 
expense. Highwa^ almost 14 per cent 

of the total. Then came the expense for the general government, 
8 per cent; protection to persons and property, 5.4; agriculture, 
4.5; and other minor items. 

N on-educational City Expenditures. — The largest item in 
the budgets of cities over 30,000 population in 1924, following 
education, which represented 39.2 per cent (38.0 for schools 
and 1.2 for libraries), was protection to persons and property, 
which represented^ l mo^^^ totals Health 

and sanitation came next , 10 per cent; highways, 8.6 per cent: 
general government, 8.5 per cent; charities, hospitals and 
corrections almost 6 per cent; recreation, 3.2; and miscellaneous, 
4.7 per cent. 

Public Service Enterprises. — Many of the cities engage in 
what are caHedj aulali^ enterprises, of which water suppl y 

systems are the most 

the city treasuries over 127 million dollars in 1924, but the 
total payments in respect to the services came to 170 million 
dollars. Only 65 millions of this was expense, however, the re- 
mainder being outlays for equipment and installations. The 
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sums for outlays were largely secured by borrowing. Perhaps 
during their lifetime such industries will be self-supporting. 
These items in city budgets were not included in the percentage 
computations of expenditures considered above. 

It should also be noted that expenditures for schools, high- 
ways, etc., include amounts spent in constructing buildings, 
building roads, and making other permanent improvements. 
Such expenditures may properly be considered as outlays, and 
should be considered apart from current expenses such as 
salaries of officials. More accurat ely, the expenditure for. a . 
school building should be considered as spread over the years 
during which the b uilding will be used. But, for the year in 
vffiSErffiBmHna, of course, an expenditure. Further, since 
permanent improvements are being made year by year by the 
larger governing units, the inclusion of the total outlays in the 
yearly budgets does not give an untrue picture of the expen- 
ditures for single years. 

The Justification of Public Expenditures. — Many very fool- 
ish ideas have been expressed in respect to expenditures by 
governments. Some men seem to regard public expenditures 
as not involving a cost to the nation as a whole. Since certain 
persons pay in money and the government then pays out the 
money to other persons, it is argued that there is no burden 
upon the nation as a whole. This line of reasoning overlooks 
the obvious fact that government expenditures result in the 
direction of economic activity. If labor and materials are used 
to build fortifications, then clearly this same labor and mate- 
rials cannot be used in the production of other things. Public 
expenditures can be justified only by showing that the labor 
and materials used render service to the entire society. More 
accurately they can be justified only if the service rendered, as 
the result of the economic effort expended, is greater than 
would have been the case if the economic resources in question 
had been devoted to other ends. 

During periods of unemployment, however, as stated in 
Chapter XXXII, somewhat different conclusions apply. Then 
the issue may be not between two methods of utilizing labor 
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and materials — one public and one private, but instead, so 
far as labor is concerned, whether men shall work at government 
account or be unemployed. Lines of government work are pe r- 
missible at such a time that could not normally be justifi ed. 

PROBLEMS AND EXERCISES 

148. “ Every fourteen persons, sixteen years of age or older and 
gainfully employed, carry a public official on their backs.” The 
Hartford Courant , 1927. 

(a) What is meant by this statement? What is implied so far as 
return for this £ ‘ carrying” is concerned? 

(b) Construct similar statements substituting automobile workers 
for public officials. Compare the two statements. 

149. How can you account for the great amount of government 
enterprise abroad as compared with the amount in the United States? 

150. If government expenditures increase during the next decade, 
should you expect the increase to come more largely in national or in 
state and local expenditures? Why? 

151. Account for the increase in school attendan ce. List several 
factors that account .for your b eing in school. Were these equall y 
applicable 50 years ago? Discuss . 

152. General Grant argues in his Memoirs that seacoast defenses 
should be built. Even if they are never needed, he says, nothing will 
be lost since the money will be spent at home. Analyze. 
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PUBLIC REVENUE: TAXATION, GENERAL 
CONSIDERATIONS 

Source of Revenue. — Public revenue is derived from several 
different sources: taxes, fees, assessments, loans, receipts from 
public enterprises, gifts, and, in the case of certain government 
units, from subventions or grants from other units. Taxes are 
by far the most important source of revenue. By a tax is meant 
strictly speaking a compulsory payment for general govern- 
ment pur p oses. A^ fee is a semi-compulsory payment for a par- 
ticular service to some person. Thus the charge for recording 
a mortgage, for issuing a marriage license, or for admit ting a 
s tudent at a state uni versity i sm-fee. It is only semi-compul- 
sory, in that the person paying it need not ask that the service 
be performed. But it is in part compulsory in most cases, 
because only thus may a mortgage on real estate, for example, 
or a marriage be legalized. An assessment is a compulso ry* 
payment for a special purpose, as in the case of a levy against" 
landowners to secure part of the funds with which to pay for 
the paving of a street. The other terms are self-explanatory. 
The last-named one is of increasing importance in the budgets 
of state governments due to grants from the national govern- 
ment in respect to highway construction and education. In 
1925, 9.7 per cent of the total revenue of the state governments 
was from this source. 

The dist inction be&g££ 3 iJ &xe^ is 

noted above is not followed in the census classification of public 
revenue. Receipts from the two last named are included under 
the term “special taxes.” And in the popular discussions of 
these matters, fees, especially, are often spoken of as taxes. 

Kinds of Taxes. — The number of kinds of taxes is legion. 
Among the taxes that are now used in the various states or by 
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the nation, the following may be mentioned: a per capita or 
poll tax, taxes up on property , upon the i ncomes of individuals 
and of business firms, upon i nheritance s, upon t he sales of certain 
m anufactured product s, as tobacco, playing cards, .j nedicinal 
liquor, and automobiles, sales of theater tickets, and also upon 
certain specified goods when they are imported into the nation. 

Taxes are commonly classified into direct and indirect taxes. 
-The conventional distinction between the two is that indirect 
taxes are shifted to the purchasers of the articles taxed, while 
direct taxes are those that are presumably borne by the persons 
who pay them in the first instance. The stamp tax levied by 
the national government upon playing cards and tobacco is an 
indirect tax. The presumption is that the tax payments are 
added into the prices of the products by the manufacturers. 
A tax on a farm is regarded as a direct tax , and, as well, a tax 
on city dwelling houses. The tendency is, however, for a tax 
on houses to be shifted to tenants, as noted in an earlier chapter. 
But the common presumption is that that is not done, so the 
house tax is regarded as a direct tax. Also, conditions might 
be such that a sales tax, such as is now levied on automobiles 
by the United States Government, would not really be added 
into the price of the article that is taxed. But since the pre- 
sumption is that that is done, such a tax is called an indirect 
tax. Certain kinds of indirect taxes are also called excise taxes. 
Anv_s_tamp tax^ uci^^ or playing cards is 

an excise tax. Customs duties are indirect taxes, but are not 
called excise taxes. 

Criteria as to Tax Apportionment. — One of the most im- 
portant questions in regard to taxation has to do with the basis 
upon which taxes should be assessed upon the various in- 
dividuals in the community. Three different bases will be 
considered. First. it mav be held that person^us la^ul d nay tax es 
according to the benefit which they receivelrom the gov ernment. 
Second, they might be asked to pay according to the cost of the 
g overnment of furnishing th em the government services which 
they individually use. And, third, persons might be asked to 
pay taxes according to their relative abilities to do so. 
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The apportionment of taxes according to the benefit received, 
or according to the cost incurred was strongly advocated several 
years ago, but recently it has come to be almost universally 
agreed that taxes should be apportioned among the inhabitants 
of a community in proportion to their respective abilities to 
pay t axes. The benefit and tlie cost theories are posited upon 
anin^^ view of society, while the ability theory if 

broadly interpreted is posited upon an organic view of society. 

The organic view of society has general acceptance now. 
Persons no longer think of a society as being made up of a 
group of individuals that voluntarily live together as a com- 
munity. Rather, the view is that persons are bom into a 
community and are a vital part of it, and it of them. In using 
the term “ organic, ” there is no suggestion that the society is 
organic in a physical sense but only that it is organic in a func- 
tional sense. In aJhuman society^ as St. Paul said to the Churchy 
at Ephesus, “ we are members one of another.” In other 
words, a society, a state, a nation is an organic whole; it is a 
cooperative enterprise. That being true, it becomes the duty 
of each per son to contribute to the welfare of the general com- 
munity. Thislnr^y lakes the form in our society of the various 
individuals’ producing on private account goods and services 
that are socially desirable. Through the principle of specializa- 
tion, various individuals thus mutually cooperate to help the 
nation make its living. In the field of taxation, the application 
of this principle of mutual cooperation calls for the payment of 
taxes by individuals according to their respective abilities. 

Not only is the principle of payment of taxes according to 
abili ty socially defensible as just noted., but in most cases it is 
im possible to determine accurately t he,, value of the benefits 
received or the cost incurred in respect to the various persons 
concerned. The value to any one citizen of the maintenance 
of a state university could not well be determined, nor could it 
be determined how much it costs a city to provide police pro- 
tection for a particular individual. In some branches of the 
public service, benefit and cost could be determined, roughly 
at least. The cost of protection against fire, fox example, 
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might thus be apportioned although the cost of police protection 
to life and property could not be determined for various in- 
dividuals. Generally speaking, it would be impossible to appor- 
tion government expense on either the benefit or the cost basis. 

The Measure of Ability. — Assuming then that persons 
should pay taxes according to their ability, the question arises 
as to how ability is to be measured. The ability to pay taxes, 
obviously, rests on the possession of economic goods or, more 
properly, on the receipt of economic income. But how does 
ability vary among different persons? Does it vary, for example, 
in proportion to income? If one person has an income of $10,000 
and another person an income of $1000, do their abilities to 
pay taxes vary as ten to one, or is there a greater variation in 
ability? Does the one who has an income of $10,000 have the 
ability to pay not merely ten times as much in taxes as the other 
but, say, twenty or thirty times as much? In other words, if 
.tax rates are levied according to, ability to pa v^-shall_we have 
proportional tax rates or prog res sive tax rat es! Consider the 
following table: 

TABLE 8 

Proportional and Progressive Tax Rates 



Amount 
of Net 

Income 



Rate 

Per 

Cent 

Tax 

Net 

After 

Tax 

Rate 

Per 

Cent 

Tax 

Net 

After 

Tax 

A 


2 

$ 20 

$ 980 

0 

$ 0 

$ 1,000 

B 


2 


4,900 

5 

250 

4,750 

C 

10,000 

2 


9,800 

10 

1,000 

9,000 

D 

100,000 

2 


98,000 

30 

30,000 

70,000 

E 

1,000,000 

2 

mm 

980,000 

50 

500,000 

500,000 


In this table, there is indicated, first, the results which would 
follow from the application of a tax rate of 2 per cent upon each 
of these five incomes. The payments from such a tax are shown 
in the third column. They are in proportion to the incomes 
of the five persons. The next column shows the amount that 
would remain to each one of these five persons after paying the 
2 per cent tax. A would have $980 left and E, $980,000. 
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These two sums are so different that the conclusion seems 
warranted that the 2 per cent tax does not take from them 
according to their respective abilities. But if a proportional 
rate does not conform to the ability criterion, what progressive 
rate shall be used? Would rates as given in the second part of 
the table result in tax payments according to ability? Is E as 
able to pay one-half of his income, as B is to pay 5 per cent of 
his? And should A be exempt in view of the ability of the other 
men to support the government? The answer to these questions 
is that no one can answer them with a high degree of accuracy. 
It is safe to say that the ability of different income receivers to 
pay taxes does not vary in proportion to their incomes. The 
rich man is better able to pay a certain rate than is a poor man. 
But no one can say just what rates would be in accordance 
with the relative ability of the two. Progressive rates are in 
line with the ability principle, but there are no scales on which 
relative ability can be accurately measured. 

T he ability theory must then be applied broadly because of 
the iift possibil lty oL. accurately measuring, ■ability. The rates 
that are applied should be determined in accordance with the 
general social interest. The poorer persons should not be en- 
tirely exempt from taxation. If this were done, their political 
power might result in taking so much from the rich that dis- 
astrous results might follow. Waste and extravagance in the 
use of public funds might result, and also the tax burden on the 
more well-to-do might impair private industry. The funds 
that should properly be devoted to private enterprise might 
be diverted to ill advised government projects, and the oner- 
ous taxes might lead to a curtailment of economic activity 
on the part of the richer persons. The ability theory must 
then be applied with caution. This is the way in which it is be- 
ing done. Legislators impose tax rates in view of the situation 
confronting them. They have apparently not erred, so far, in 
America, in carrying the ability doctrine to undue lengths. 

It may be argued that the above considerations amount to 
an abandonment of the ability theory and the substitution of 
what has been called a socio-political theory. This is true if 
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the ability theory is to be interpreted rigorously: there is no 
other recourse. The ability to pay, as already argued, can- 
not be accurately measured. The ability principle can be used 
only as a general working rule. As such it is sound and practical. 

Aside from the question as to what rates are desirable at any 
one time, progressive rates are now well established as part of the 
tax systems of the leading industrial nations. Such rates are 
usually applied to income taxes only. Other taxes, in perhaps 
all countries, are proportional to ownership, or income, and 
others are regressive in principle. That is, the rate paid by the 
poor is higher than that paid by the rich. Thus the progressive 
rates on incomes may only amount to making the tax payments 
as a whole proportional to income. Indeed, many students 
argue in support of progressive rates on income in order that 
the regressive feature of taxes on certain forms of property and 
on consumption may be corrected. The regressive nature of 
much of our taxation will be noted in the following discussion. 
Perhaps the progressive rates in our national income tax, and 
in the income taxes that are found in a few of the states, do not 
go so far as to make the tax payments of the various persons 
who are subject to taxation, indirectly as well as directly, 
proportional to their respective incomes. Our tax rates, con- 
sidering all of our taxes, may be regressive in spite of the 
progressive rates. 

A century ago, the idea of progression in taxation was vigor- 
ously opposed. Learned men insisted that if a legislative body 
once departed from the rule of proportional rates it would be 
like a ship at sea without rudder or compass, 1 and the implica- 
tion was that tax rates would then speedily become confiscatory. 
And as late as 1894, in an argument before the United States 
Supreme Court in the Income Tax case, one of the leading 
attorneys of the country protested against progressive rates as 
“communistic. 7,2 But such protests against progressive rates 
are no longer made. 

1 Bee J. R, McCulloch, Principles of Economics, 1825. 

2 Joseph H. Choate in argument in Pollack v. Farmer’s Loan & Trust 
(1894), 157 U:S. 429. 
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It is well to note that the exemption of a certain amount of 
income results in a progressive rate of taxation, even if a propor- 
tional rate is levied; thus if all incomes up to and including 
$2000 are exempt, and if a rate of 2 per cent is imposed on the 
amount of income that exceeds $2000, the tax rate upon a 
person with an income of $4000 would be 1 per cent. He would 
pay 2 per cent tax on $2000. A person with an income of 
$8000 would pay 2 per cent on $6000 or a total of $120. This 
would be a rate of If per cent. The income in the second 
case is twice that of the first but the amount of tax is three 
times as much. Also, of course, one who possesses an income 
of $20,000 would pajr taxes upon $18,000 which would amount 
to $360. This would represent If per cent of the total income. 
The tax rate that is paid, under such an arrangement, will thus 
gradually increase as income increases, but it will never reach 
the nominal rate, 2 per cent in this case. 

Regressive Rates. — The opposite of progressive rates, in the 
matter of taxation, is regressive rates. That is, by regressive 
rates, as already indicated, is meant a condition in which the 
rate of taxation becomes less as the amm mLoLm cQme increases . 
An import duty on sugar amounts to a regressive rate of tax- 
ation. The sum paid in taxes by the poor when sugar is pur- 
chased necessarily represents a larger portion of income than 
is paid by the more well-to-do, when they purchase sugar. All 
indirect taxes tend to be regressive in rate. The general property 
.ta y also tends to be regressiv e. The farming class as a whole 
pay a much higher rate on the property that they own than do 
many groups in the cities. But the nominal rate is the same. 
This results because of the undervaluation of much of the city 
property. 

The Shifting of Taxes. — As was mentioned above in the 
discussion of direct and indirect taxes, and also in the chapters 
on price , the incidence of a tax does not always correspond with 
its payment. That is, if two men are taxed one may be able 
to add the tax into the prices of the goods or services which he 
has to sell while the other may be unable to do this. The in- 
cidence of the first tax would thus be upon the consumers of 



318 


PUBLIC FINANCE 


the goods or services in question, but in the other ease, the 
incidence of the tax is upon the original taxpayer. This is a 
problem in pricing, as has already been frequently emphasized 
in the chapters to which reference has just been made. The 
analysis which was given earlier need not be repeated in full at 
this place, but the importance of the subject justifies a brief 
review of the matter and the use of some additional illustrations. 

Primarily, the question of tax incidence turns upon the ques- 
tion of the effect which a given tax will have upon the supply of 
and demand for the goods and services involved. A tax cannot 
normally be expected to increase the demand for the products 
which are taxed, and hence if a tax is shifted through an aug- 
mentation in the price of the article involved, this must come 
about because the tax results in a reduction of the supply of 
the particular good or service. Thus the Question always in - 
volved in the matter of tax incidence is as to whether the tgx 
results in the supply of the good or service in question being 
lower than it otherwise would have been. 

The analysis in regard to a tax upon land value as compared 
with the effect of a tax levied on the value of a house may be 
repeated. The house tax will increase the cost of supplying 
houses for the use of tenants and thus tend to check somewhat 
the building of houses. This will result in the supply of houses 
being less than it would have been if the tax had not been im- 
" posed, and hence landlords will be able to charge higher rates 
to tenants than they would have been able to charge if the tax 
had not been levied. In the case of a tax on land value, how- 
ever, the tax payment by the landowner will not result in the 
withdrawal of any land from the market. The amount of land 
in use will thus be the same after such a tax is levied as it was 
before, and thus the supply of products from the land, or of 
services from the land, will not be reduced, and hence their 
prices will not be increased as a result of the tax. 

As was emphasized in the discussion of the prices of goods 
Pffldnge d by con ceroa-th at ..have large fixed .plants, the impo- 
sition of a tax upon units of output will normally be borne by 
the owners of the industries in question. Such concerns could 
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increase the price of their products only by reducing the supply 
of them. But to reduce the supply would mean that the aver- 
age cost of production would be increased, since the total over- 
head would be spent on a fewer number of units than had 
formerly been the case. Hence, under such conditions, a 
business concern might find that its net loss would be less by 
bearing the tax, than by shifting it to the consumers of the 
product. 

A tax upon monopoly profits, as was also discussed earlier , J 
yrill tend to be borne bv the monopolis t. Since the monopolist 
has presumably already adjusted his output so as to get the 
largest net profit, the reduction of such profit by, say, 10 per 
cent will leave to him a larger amount of money than he would 
have left if 10 per cent were taken of any smaller sum. Thus the 
monopolist would find it to his advantage to bear a tax upon 
his profits rather than attempt, through reduction in supply, to 
increase the price of the goods which he is selling. But if a tax 
is levied upon the units of output of a monopolist, it might be 
to his advantage to reduce the output and thus increase the 
price. This depends, however, upon the situation of the particu- 
lar monopolist. If he has a large fixed expense, as in the case 
noted in the preceding paragraph, a reduction in output would 
tend to increase his average cost and would thus not increase 
his net profits. 

. A uniform tax upon all lines of business would mean that 
marginal producers would feel the burden of the tax and would 
thus tend to be forced out of business earlier than would other- 
wise be the case. Hence a uniform business tax will tend to be 
shifted. At the present time, the national government im- 
poses a tax of 12 per cent upon the income of all corporations. 
This tax may thus be looked upon as one of the ordinary ex- 
penses of conducting a business under the corporate form of 
organization. It has undoubtedly come to partake of the 
nature of bills for raw materials or labor. Thus we should ex- 
pect that supply in the various lines of business would have 
been adjusted somewhat in view of this tax, and hence that it is 
borne by the persons who consume the products of corporations. 
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Is an Income Tax Shiftable? — A progressive income tax is 
commonly said by authorities on taxation to be non-shif table. 
The argument is that since such taxes have presumably not 
been high enough to drive persons out of economic activity, 
they have not resulted in taxable incomes being higher than 
they would have been if the taxes had not been levied. But if 
such taxes were levied upon incomes derived from business 
enterprise or from personal service, in some one industry, as, 
for example, the iron and steel business, they would surely be 
shifted. Persons would forsake the one field, and returns in it 
would rise sufficiently to cover the tax. But the general argu- 
ment is that so long as the tax is applied throughout the eco - 
nomic system, it is not shifted. 

The conclusion just reviewed is perhaps sound, so far as the 
present income taxes are concerned. An argument may be 
made, however, that a heavy tax upon personal incomes would 
be shifted, if in force for a long time. Under our competitive 
system, men are largely placed at the jobs they hold by means 
of economic rewards. Let us assume that one man is given 
$5000 per year to get him away from a $4000 job; another 
$7500 to get him away from one that pays him only $5000; 
another $10,000 to induce him to do a certain task rather than 
one that would pay him $7500; and so on for the other salar y 
ranges above this. If the persons paying these salaries are good 
bargainers — if they spend their money carefully — then these 
salaries are the minima that must be paid in the different cases. 
If that is true, then the imposition of a progressive tax on in- 
comes would disturb this placement. If $4000 in income is not 
taxed but if a $5000 income receiver must pay $500 in taxes; 
a $7500 one $900 in taxes; and a $10,000 one $1400 in taxes, 
then on the assumptions made, these salaries wil l not secure the 
placement that they would without the tax. If a salary of 
$5000 is necessary in order to get men to take job X rather than 
job Y at $4000, then job X can’t be filled at $4500 net. Under 
the assumptions laid down, th ese sa laries would have to b e 
adjusted in view of the ta xes. The taxes would be shifted. 
Perhaps persons already placed would not leave the jobs they 
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occupy, but later ones would not be attracted until salaries 
were increased. 

But it may be argued that the preceding presentation of the 
placement process is not sound. It may be said that $5000 is 
not offered to get men away from $4000 jobs; but that the 
higher salary is paid because two or more employers with a 
position to fill bid against each other. One must pay $5000 
because the others will pay this much. The employee in ques- 
tion would take the one kind of job as quickly as the other, it 
may be argued. Indeed, assuming that the more highly paid 
job offers more opportunity for self-expression than does the 
other, it is reasonable to believe that the usual person who is 
qualified to do the work in question would prefer the one task 
if the pay were only equal to, or even lower than, the pay in 
the other. Hence, this argument would conclude, $5000 in 
salary is not necessary in order to get men away from $4000 
positions, but only in order to get them to fill one $5000 
position rather than another. If this is true, the reduction of 
net returns in all such positions will not disturb placement. 

Each of these two analyses is perhaps sound in part, but the 
latter is perhaps more universally true. If it is, if competition 
is among positions of a given grade rather than among positions 
of different grades, then a personal income tax will not be shifted, 
save in the exceptional cases in which competition prevails 
among jobs of different grades. 

Further, in so far as the first of these two assumptions is 
sound, there are two factors in the situation that tend to lessen 
its importance, and thus prevent the shifting of an income tax. 
First, it may be noted that salaries have prestige -value to some 
extent. The receipt of a salary of S 15 . 0 Q.Q -nn wtnVh t.Viq r p. fa a 
tax of $ 1000 is perhaps preferred by ro amc . persona.. to a. sa.la.r3r 
01 5si4,UUU In so far as that is true, the tax of $1000 will not 
disturb placement. Second, the differentiation among salary 
payments tends to increase as salaries grow larger. For the same 
reasons that small prices are set in “even money” rather than 
in “odd figures” — 15 cents and 25 cents, for example, rather 
than 16 cents or 24 cents — salary rates are in round numbers 
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and differ by $500, $1000, or $5000, depending on the size of 
the payment. In so far as this custom prevails, tax payments 
that are less than the excess of the salary over the next lower 
salary will not disturb placement, even when competition does 
run between positions of higher and lower grades. 

The Excess Profits Tax. — During the World War, a special 
tax was levied upon the large profits of industrial enterprises. 
This was known as the excess profits tax. No firm was subject 
to the tax unless it earned more than $3000 above 8 per cent 
on its capital . The rates were progressive above this amount. 
Shortly after the war, the tax became the subject of severe 
criticism. It was argued that the high prices of commodities 
which prevailed at that time were due to the excess profits tax. 
The price analysis which has been given above suggests that 
this conclusion was unwarranted. Only those were subject 
to the excess profits tax who had large profits. They were not 
marginal firms. It is very unlikely that any of these firms were 
driven out of business or led to curtail their output because of 
the necessity of paying part of their profits to the government 
in the form of taxes. Indeed, in many cases the tax operated 
to induce firms to undertake larger production. 

The tax resulted in an increase in production in many 
cases because any expense that was incurred led to a re- 
duction in net profits and thus to a reduction in the tax 
payment. Hence firms could make outlays for new products 
and incur additional expense even if they believed such ex- 
pense did not afford a reasonable profit on the amount thus 
expended. If, for example, a firm’s business was calculated to 
result in profits of $200,000, and if the managers appreciated 
that in case such profits were earned, it would be necessary to 
pay, say, half of this amount, or $100,000, to the government, 
the entire amount could be spent profitably by the concern, 

tEuT*^^ 

so long~as the r ~value received was in excess of $100,000. This 
suggests that the tax may have resulted in many cases in the 
wasteful expenditure of money. Incidentally, too, in many cases 
it resulted in an increase in wages paid to employees, and, to 
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return to the above point, such expenditures undoubtedly re- 
sulted, in some cases at least, in an increase in output above 
that which would otherwise have been forthcoming. 

There is one way, however, in which the excess profits tax 
may have operated to cause the prices of commodities to be 
higher than they otherwise would have been. Namely, such 
taxes, by taking funds from industrial enterprises, may have 
prevented extensions of plant that would otherwise have been 
made, which would have augmented the product and lowered 
prices. But speaking generally, the analysis of the price-making 
factors involved led to the conclusion that the excess profits 
tax was not a causal factor in the high prices which prevailed 
during the time it was in operation. A study of the history of 
prices during this period corroborates this analysis. The tax 
rate on profits was altered from time to time during the 
years 1917-1921 and the lev$l of prices in no way shows any 
conformity to such changes In the tax law. 1 

The Gasoline Tax. — One very interesting problem in this 
connection centers around the tax on gasoline which has come 
to prevail in practically all of our states. The prevailing opinion, 
is that this tax is borne by the users of gasoline. Perhaps this 
is true, but under certain conditions the tax would be paid by the 
gasoline companies. If, for example, the gasoline business were 
conducted as an integral part of the production of crude oil, 
that is, if the companies that produce oil also refined gasoline 
and sold it to the public, it would appear that the gasoline tax, 
for a period of several years anyway, would be paid by these 
producing companies. The only way that such companies 
could escape the tax would be by making the supply of gasoline 
lower than it would otherwise have been and thus making the 
price higher than it would otherwise have been. But consider- 
ing the nature of the oil business and the large investment in- 
volved in oil wells, pipe lines and refineries, it would not seem 
that the companies would find it economically profitable to 
reduce the output below that which their facilities made pos- 

1 For a detailed study of this situation see David Friday, Profits , W ages ^ 
and Prices t 1920, Chapter XII. 
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sible. Thus the tax would not result in any withholding of the 
supply and hence the price could not be higher than it other- 
wise would have been. 

If, however, the business of refining and marketing gasoline 
is separate and distinct from that of producing oil — if the 
gasoline companies buy the oil as raw material — it is reasonable 
to believe that gasoline producers would restrict their purchases 
of oil for the refining of gasoline to a point that would make it 
possible for them to sell gasoline at a sufficient price to cover 
their total cost including the tax which they must pay to the 
government. As a matter of fact, the business of refining 
gasoline is largely in the hands of independent companies and 
apparently they have operated as suggested in respect to the 
tax. Thus the price of gasoline is higher than it would have 
been if these taxes had not been levied. 

The question may arise as to why the refining companies 
would not have raised the price to the amount which now pre- 
vails even if the tax had not been levied, and thus have had the 
extra profit that could have been derived at the higher price. 
An answer to this is that the competitive conditions that pre- 
vail among refineries would tend to make this impossible. This 
competition tends to keep price somewhere near cost. Thus it 
is only as the refineries throughout the entire marketing area 
find it necessary to raise prices in order to cover the new ad- 
ditional cost that the increase in price is brought about. 

Tariff Duties. — The incidence of tariff duties is also inter- 
esting in this connection. Tariff duties force foreign producers 
to increase the prices of their products above the prices that 
would otherwise prevail, and thus permit domestic producers 
similarly to increase the prices of corresponding articles. Thus 
the tari ff ra ises the prices not only of the goods that are impo rted 
but also of lEe gooHs that are produced here in competition with 
the foreign competitors. Indeed, this is clearly the object of the 
tariff. If it does not raise prices, the object of its advocates 
is not realized. Further, in this connection, it is interesting to 
note that the addition to prices as a result of a tariff duty may 
be greatly in excess of the duty. If, for example, a tariff of one- 
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half cent per yard is laid upon cloth that is imported, it is easily 
possible that consumers may be charged fifteen or twenty-five 
cents more per yard as a result of this slight tariff impost. The 
analysis is that the increase of the charge to the importer of 
one-half cent per yard may result in an increase of his price by 
one cent, an increase in the price of the next person in the chain 
of middlemen by five cents, then an increase of ten cents, and 
finally an increase to the consumer of twenty-five cents per 
yard. 1 This suggestion of the possibility of a given tariff duty 
increasing prices by considerably more than the amount of the 
tariff duty can also be applied to the general field of taxation. 
The prices of products may be augmented by considerably more 
than the amount of the tax. 

Not All Taxes Are Shifted. — The above analysis points 
inescapably to the conclusion that while some taxes may be 
shifted, not all taxes may be shifted. Many business men state 
from time to time when discussing tax problems that the bur- 
de n of all taxation rests finall^ .n p£m^ h^ 

This, to repeat, is erroneous. Indeed, if this were true, it would 
seem not to be to any person’s interest to oppose the levying of 
taxes upon the line of work in which he is engaged. The fact 
that many of the persons who insist that all taxes are shifted 
into the prices of products, do so at the same time that they are 
protesting against the payment of heavy taxes, would seem to 
indicate that they are not altogether sincere in their analysis, 
for if their analysis be true they are not any worse off because 
of the tax nor would they be any better off if the tax should be 
removed from them. 

Inheritance Taxation. — The modern industrial nations have 
greatly developed the use of inheritance taxes during the past 
several decades. These taxes conform to the principle of oav-. 
ment according to abil ity. They tend not to be at all onerous, 
since the t^ the inheritance, which may in al- 

most all cases be considered to be a gift. Further, inheritance 
taxes tend to reduce the amount of wealth that individuals would 

1 H. C. Emery, “The Tariff and the Ultimate Consumer,” American 
Economic Review , March, 1915, VoL 5, p. 534. 
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otherwise have, and in the case of large fortunes such reductions 
are generally assumed to be socially desirable. 

It used to be argued that inheritance taxes reduce the amount 
of capital. This argument is but little used now. Clearly if 
one is inheriting part ownership in a steel mill the taking of a 
share of this by the government does not result in the destruc- 
tion of the mill. The sale of securities in order to pay the tax 
le aves the mill intact. ThemJs jmerely a shift in ownership. 
which may or may not lead to more efficient management. 
Further, capital accumulation is perhaps but little checked as a 
result of an inheritance tax. The inheritor cannot save as 
much of the estate as he otherwise could, but if such a tax is a 
substitute for other taxes, other taxpayers mil have more money 
to save than otherwise. It is also to be noted that the need for 
additional savings is less now than was true several decades ago. 
The social interest, even at the expense of some capital accumu- 
lation, may easily be better served by taking liberally from the 
large estates, than if the family holdings are not disturbed. 

It is also argued at times that if men cannot bequeath their 
property to their heirs, they will not apply themselves so zeal- 
ously to business affairs. This is a false argument in the case 
of perhaps almost all business men. The motives that spur 
them on are, for the most part, not that they or their children 
may have money, beyond a moderate amount, but rather that 
they may succeed in the game of making money. Their in- 
terest is in crowding out competitors, in building large plants, 
in selling a large volume of produce, but not in consuming goods 
nor in providing the means for their children to do so. They 
may try artfully to avoid the inheritance tax, but again this is 
part of the acquisitive game. Andrew Carnegie, one of our 
richest self-made men, was a warm advocate of hea vy inherit- 
ance taxation. He did not r egard suchto^^ 
mduitry . 

PROBLEMS AND EXERCISES 

153. Is the charge for automobile registration a fee or a tax? Why? 

154. Give an illustration showing the impossibility of accurately 
measuring the relative abilities of two persons to pay taxes. 
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185. Suppose a case of two property owners each subject to a 
general property tax of 2.4 per cent and show a condition which would 
mean that the rate of tax actually paid is regressive. 

156. Give an original illustration to show the effect of a tax upon 
the unit of product of a manufacturing plant. 

157. Under what conditions would a tax on incomes be shifted? 
Under what conditions would it not be shifted? 

158. Construct a diagram showing the supply and demand in the 
case of a monopolized good. Prove that a tax upon the unit of output 
would alter the price. Prove by means of the diagram that a tax 
upon the profits of this concern would not alter the price of the product. 

159. “1 know from my own experience that the excess profits tax 
is added into the price of our product.” A Manufacturer, (a) Give 
an argument in support of this statement. ( b ) Argue that the price 
might have been increased even if the tax had not been levied. 

160. Assume a situation in which the gasoline tax would be paid 
by the gasoline companies and not added into the price of gasoline. 

161. “ Regardless of where the tax is levied it is finally paid by the 
consumer.” Is this valid? Discuss using illustrations. 



CHAPTER XLIX 


STATE AND LOCAL REVENUE 

State Revenue. — According to the report of the United 
States census, 1 the forty-eight states received over 24 per cen t 
of their revenue in l^dfrom^g geroral property tax, and over 
34 per _ cent from business and non-business licen se fees. This, 
in most states, includes special taxes upon corporations and 
also receipts from the gasoline tax which has recently become 
an important part of the revenue of the state governments 7 
receipts in many states. Almost 16 per cent of the revenue 
came from what are called special taxes. This includes re- 
ceipts from income taxes in thirteen states and from inheritance 
taxes in forty-five states. Fees, such as are charged for the 
recording of mortgages, are also included in this category. Ten 
per cent of the states 7 revenue came from subventions and grants, 
donations and pension assessments. A considerable portion of 
this consists of grants from the United States Government in 
respect to education and construction of roads. Special as- 
sessments and special charges for outlays accounted for a little 
over 2 per cent of the total receipts. The earnings of general 
departments represented 8 per cent of the total receipts. These 
include receipts from certain fees and from rents, sales and 
other similar sources. These data, it must be noted, refer only 
t o the revenue that is used by the state governing units. It has 
ho reference whatever to the receipts of revenue by the various 
local units. 

t The Revenue of Cities. — The census tabulates the revenue 
bf one hundred and forty-six cities with population of thirty 
thousand or more as follows, for 1924: 2 

1 Financial Statistics of States. 

2 Financial Statistics of Cities. 
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Per Cent 


General property tax 66.1 

Other taxes 5.7 

Special assessments 5.9 

Subventions and grants, donations, and pen- 
sion assessments 5.3 

Earnings from business enterprises 10.3 

Other revenue 6.8 


The significant item in these data is the figure representing 
the proportion of revenue that comes from the general property 
tax. This was the source of two-thirds of the revenue in these 
cities. 

The General Property Tax. — As is indicated in the above 
data, the general property tax is a very important source of 
revenue among our state and local governments. A few of the 
states receive but very little or no income from the general 
property tax for the assistance of the state governments. But 
as the table shows, the general property tax is the chief source 
of revenue for the cities. In the case of the other local units, 
the small cities and the counties and townships, the general 
property tax constitutes almost the .sole source of revenue in 
most of the states. 

The general property tax grew out of the taxes that were in 
an early day imposed upon property which consisted almost 
solely of land and houses. As other forms of property grew in 
importance, the property tax was extended to them until it 
came to be assessed against all property and thus became 
known as the “ general property tax.” The tax law of Ohio is 
typical of the laws of most of the other American states. It 
provides for the taxation of all forms of property or property 
rights: land, buildings, machinery, live stock, household furni- 
ture, including rugs, pictures, books, and table equipment, 
jewelry, bonds, stocks of corporations chartered outside of 
Ohio, bills receivable, and money in the bank or in one’s purse. 
These are all taxable under the Ohio law at full cash value. This 
is not merely the statutory law but is embodied in the constitu- 



330 


PUBLIC FINANCE 


tion. According to Article XII, “Laws shall be passed, taxing 
by a uniform rule, moneys, credits, investments in bonds, stocks, 
joint stock receipts, or otherwise and also all real and personal 
property, according to its real value in money.” 

The general property tax has been vigorously condemned by 
all careful students of the subject. An eminent authority on 
taxation says, “The general property tax is beyond all doubt 
one of the worst taxes known in the civilized world. ... It is 
the cause of such crying injustice that its alteration or its 
abolition must become the battlecry of every statesman and 
reformer.” 1 But with a persistenc y th at is remarkable th e 
method is retained. In many states, however, the general 
property tax has been greatly modified and supplemented by 
other taxes. For example, as will be noted later, some thirteen 
of our states now have an income tax as part of their tax systems. 

Proportional Rates on Property. — At best, the general prop- 
erty tax results in the levying of proportional tax rates upon all 
property. It was developed in the preceding chapter that the 
canons of justice in taxation call for progressive tax rates upon 
income. The general property tax is not in accord with this 
principle for two reasons. In the first place, property ownership 
does not indicate income. M any persons have a large personal 
income without holding any property at all. According to the 
federal income tax returns for 1921, almost 60 per cent of the 
total income of individuals reported for taxation resulted from 
the rendering of personal service. In other words, approxi- 
mately 60 per cent of the income thus reported did not result 
from the ownership of property. Hence, as income is the crite- 
rion of ability to pay taxes, the general property tax stands con- 
demned as inadequate on this score. 

In the second place, incomes are not only received apart from 
ownership of property but various forms of property differ 
greatly in the rate of income which they return to their owners. 
Consider three kinds of property, namely: (1) a manufacturer's 
plant, worth $5000, (2) $5000 of 5 per cent bonds, and (3) $5,000 
worth of household furniture, books and pictures. Clearly 
1 E. R, A. Seligman, Essays on Taxation, 9th ed., p. 62. 
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the rate of income from the three properties may be markedly 
different. The manufacturing plant may earn 15 per cent net 
income, the bond 5 per cent, and the household goods nothing 
at all in the form of money income. It would seem clear that 
if these three properties are the sole possessions of three dif- 
ferent persons their abilities to pay taxes would be markedly 
different. Thus for these two reasons the ownership of property 
does not indicate ability to pay taxes. Further, of course, even 
if property ownership should represent ability to pay taxes, the 
tax would fall short of being a good tax because the rate is 
proportional to property ownership and not graduated pro- 
gressively so as to result in the more well-to-do persons paying 
higher rates of taxation than the persons at the bottom of the 
income scale. 

Tax Evasion under the General Property Tax. — The preced- 
ing analysis has rested on the assumption that the general 
property tax operates as is intended. This, however, is far 
short of the actual situation. The tax evasion under the general 
property tax is so marked that in its practical operation the 
tax renders gross injustice as compared to what it would if it 
could be administered as its sponsors expect it to be. 

First, there is great evasion of taxation by owners of what is 
called intangible personal property. By intangible property is 
meant stocks, bonds, mortgages, bills receivable, and money. 
It is very easy for the owners of such property rights to evade 
the law requiring that such claims to wealth shall be taxed. Tax 
officials have no way of knowing how many stocks and bonds 
one may have locked up in a bank box. Further, the fact that 
most of such claims escape taxation brings it about that the 
rates of income which bonds and other securities return to the 
owners are adjusted to a tax escape basis. Bonds sell in Ohio, 
for example, at a price that will permit the owner to receive 
from the company about 5 per cent on his investment. The 
rate of taxation in the state is approximately 2.5 per cent. 
Hence under the state law, a bond that is taxed at its market 
value would yield 5 per cent to the owner and he would be called 
upon to pay in taxes an amount equal to one-half of this in- 
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come. The tax on bonds, in other words, amounts to a rate 
of approximately 50 per cent of the income. If they were all 
reported for taxation, rates of income would be adjusted in 
view of the tax, but since only a few of them are taxed this ad- 
justment is not made, and the rate is unconscionably heavy on 
those who do pay the tax that the law specifies. This heavy 
rate of tax payment further encourages the establishment of a 
code of conduct to the effect that it is not improper to practice 
such tax evasion. This reduces still more the listing of such 
securities, and increases the injustice to the persons who do 
make honest reports of their “intangibles.” 

According to the state reports for the year 1922, the amount 
of intangibles assessed in Ohio amounted to less than 5 per cent 
of the total assessment of all property and to less than 50 per cent 
of the total amount of personal property returned for taxation. 
In the state of Kansas for the same year, the corresponding 
figures are 7 per cent and 32.5 per cent. Certainly it can- 
not be questioned that the total value of stocks, bonds, and 
other similar evidences of ownership in Ohio is greatly in ex- 
cess of 5 per cent, and in Kansas in excess of 7 per cent of the 
total personal property and real estate owned in these states. 
No one knows what portion of such intangible property is re- 
turned for taxation, but there is no question that only a very 
small portion of it is listed. 

Double Taxation. — The taxation of intangible property is 
often condemned on the score that it amounts to double taxa- 
tion. The point is that since so-called intangibles merely rep- 
resent claims to goods, the taxation both of the goods and of the 
claims to the goods amounts to double taxation. But double 
taxation is not in itself bad. If, for example, all intangible prop- 
erty were taxed and at the same time all other rights to prop- 
erty were taxed, in addition to the physical property itself, 
double taxation would result, but this would not involve any 
inequality because all property would be taxed twice. In the 
case of a farm that was not mortgaged, this would involve re- 
porting the farm for taxation at its value, say, $10,000, and 
then also reporting for taxation the farmer's right to the farm, 
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$10,000 more. An adjoining farm worth the same amount upon 
which there was a mortgage of $5000 would be taxed at $10,000 
to the owner of the farm, and $5000 to the owner for his equity 
above the mortgage, and then the holder of the mortgage would 
be taxed for his claim of $5000 against the farm. The total 
assessment against each farm would be $20,000. The persons 
involved in these two cases would be treated equitably. No one 
could complain of the double taxation. 

Similarly, as between two manufacturing plants, each worth 
$100,000, one of which is owned by a corporation and the other 
by a private individual, each -would be reported for taxation at 
$100,000, and in addition, in the case of the one that is owned 
by the corporation, the corporate securities — stocks and bonds 
— would be assessed at $100,000 to the owners thereof, and in 
the case of the other one, the owner’s right to the plant would 
be assessed at $ 100 , 000 . Since all property would thus be 
doubly assessed, no injustice would result. It would be absurd 
to do this, as the same relative results could be produced by 
merely taxing once the wealth involved, but as these illustra- 
tions show, double taxation is not per se inequitable. 

But what happens under the general property tax is that only 
property that is held by corporations , or that is mortgaged or 
otherwise has paper claims against it, is subject to double taxa- 
tion. Thus it becomes inequitable. This point is appreciated 
somewhat in general property tax states, as is evidenced by the 
provision in the Ohio law that stocks of corporations that are 
located in the state are not to be taxed. This is clearly in viola- 
tion of the terms of the constitution quoted above, but it in- 
dicates some appreciation of the fact that stocks are of the 
nature of milk tickets. But the exemption of the stock of cor- ( 
porations organized within the state makes it perhaps even more 
inequitable to tax the stock of non-state corporations. 

As was emphasized above, the fact that but relatively few 
stocks, bonds and mortgages are returned for taxation leads to 
grave injustice in the case of persons who do so report them. If 
they were universally reported, income rates upon stocks, bonds, 
mortgages, etc., would be adjusted in view of this fact. But 
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they are not reported for taxation, and if experience is any guide 
at all, they never will be. 

Tax Evasion from Underassessment — The general prop- 
erty tax also leads to marked inequality as the result of un- 
derassessment of property. This comes in part from the 
method of assessment. Each locality has its own assessor and 
taxes must be paid to the county and state governments on the 
basis of the total amount of property that is assessed. With a 
given state tax rate, the people of township “X,” for example, 
will have to contribute only half as much to the state treasury 
if $500,000 of property is reported for taxation as would be the 
case if $1,000,000 should be reported. So far as the township 
taxes are concerned, underassessment does not make any dif- 
ference as the rates must necessarily be higher if the property 
is underassessed. The gains come in being able to escape from 
state and county taxation as a result of undervaluation. The 
prevailing practice of underassessment in respect to the general 
property is almost ludicrous. In the state of Iowa, for example, 
not many years ago, a rule was established that property should 
be assessed at 25 per cent of its true value. There are perhaps 
few states in which property is recorded at more than 50 per 
cent of its value, despite the strong words of statutes and con- 
stitutions to the contrary, and also despite the formal oath which 
tax assessors must take and which property owners must take 
when they report their property for taxation. Underassessment 
is not in itself an evil if the same proportion of true value is used 
in the case of all persons. But the fact that underassessment 
is the prevailing rule in America, under the general property 
tax, indicates the breakdown of administrative machinery in 
respect to the tax. 

Certain forms of property are clearly underassessed in most 
cases. The assessed valuation of household goods represents but 
a very small fraction of the total value of such goods. An in- 
vestigation in Connecticut a few years ago revealed the fact that 
the amount of jewelry returned for taxation by all of the people 
of the state did not amount to the yearly sales of one of the 
jewelry firms in New Haven. The stocks of merchants, also, 
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are usually grossly underassessed. Such stocks do not measure 
the relative ability of merchants to pay taxes as can be seen by 
contemplating the difference in the rate of turnover in, say, 5 
and 10 cent stores and furniture stores. But, however this may 
be, assessors are requim dJav^ property at f ull 

value. They seldom list more than a small fractional part of it. 

Since automobiles are subject to license registration, it would 
seem that one might expect that all automobiles would be re- 
ported for taxation. An investigation in Ohio a few years ago 
showed that on the contrary even this form of personal prop- 
erty escapes taxation to a remarkable degree. In short, no 
state has been able under the general property tax to secure 
anything like a full assessment of the property of the state. 

The Taxation of Real Estate. — The significant item in the 
general property tax is real estate. Indeed, about four-fifths of 
the total property assessment for purposes of taxation consists 
of real estate. There may be great inequality in the taxation of 
real estate from one county to another and thus inequality so 
far as payments to the state are concerned, but it is impossible 
that real estate owners can escape taxation under the general 
property tax. 

Reform, of the General Property Tax. — Most of the careful 
students of the problem of state and local taxation recommend 
that the general property tax be reformed by abandoning en- 
tirely all attempts to tax intangibles, and also abandoning all 
attempts to tax tangible personal property. No one, however, 
advocates abandoning the tax on real estate. This is a very suc- 
cessful tax. It is easily administered, and further, the ownership 
of real estate indicates roughly ability to pay taxes. Further, 
as the analysis in preceding chapters has indicated, when a tax 
is imposed on land, the state becomes a part owner therein and 
when the land is sold, the succeeding buyer buys subject to the 
land tax. That is, the new owner really buys the equity in 
the land above the portion which the state owns as a result of the 
tax. Hence, to lower a tax on land amounts to the making of a 
gift to the person owning land at the time the reduction is made. 

As will be noted in the chapter dealing with land rent, many 
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persons insist that the increase in land value should accrue to 
the state through an imposition of special taxes upon such in- 
creases in land value. The usual program proposed is that the 
tax should be so adjusted that there will be no confiscation of 
land values. But as will be shown in the chapter referred to, 
very liberal exemptions would have to be provided in order to 
prevent a scheme for the levy of special taxes upon an increase 
in land value from confiscating something of the present value 
of land. However desirable some such scheme as that may be, 
it should be noted that the usual tax upon real estate accom- 
plishes something of the same purpose that would be accom- 
plished by a special tax upon the increase in land value. For as 
land values increase, and as the assessed valuation is raised, 
this means that a portion of the increase in land value is taken 
by the state. 

State Income Taxation. — One significant modification of the 
general property tax has been the introduction of income taxes 
in several of the states. Wisconsin made such a provision in 
1911. Since that time twelve other states have provided for 
income taxes. One of the significant features of state income 
taxation is the administration of such taxes by the state gov- 
ernments, rather than by the various localities as in the case of 
the general property tax. State administration can normally 
be expected to secure better results than can the administration 
by localities. The officials in charge are likely to be of higher 
capacity and furthermore, there is not then the temptation to 
underassess the property of a community in order that the 
community’s share of state taxation may be thereby reduced. 
This, it will be recalled, is one of the administrative difficulties 
found in connection with the general property tax. 

A n interesting question in regard to state income taxes has 
to do with the disposition of the proceeds of such a tax. In 
Wisconsin the amount derived is divided into three parts, 10 
per cent going to, the state. 20 per cent to the county, and 70 
j>er cent to the city or township frc^ 
made. Another scheme is to distribute the receipts among 
the divisions in proportion to the property tax in the different 
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districts. Some states devote the entire proceeds to school pur- 
poses. But most of the states retain the entire tax for the pur- 
pose of the state governments. The plan in Wisconsin has a 
fatal weakness in that certain townships, because of the fortu- 
nate location of persons paying large income taxes, have re- 
ceived sums of money far beyond the legitimate needs for public 
revenue. 

It may be confidently expected that the use of income taxes 
in the various states will increase in the future. The superiority 
of such_a tax, if it is well devised and carefully administered, is 
so marked that it can hardly fail to increase in importance as 
compared with the general property tax. 

Tax Exempt Securities. — In connection with the subject of 
income taxation attention must be directed to the tax exempt 
securities. The prevailing practice in America has been that 
bonds which are issued by government units should be free from 
taxation. This practice arose in order to save the useless han- 
dling of government funds. If, for example, the tax rate is 2 
per cent and if bonds are to be free from taxation, they can be 
sold, let us assume, on a 4 per cent basis, but if they are to be 
taxed at the general property ra te of, say, 2 per c ent, then it 
would be necessary for the governmentto issue 6 per cent bonds 
rather than 4 per cent bonds in order to sell them at par. This 
would then involve the levying of taxes in order to secure the 
money with which to pay the interest on the bonds. Under 
such conditions it is far more preferable to sell the bonds subject 
to exemption from taxation. This analysis is based on th e 
assumption that the general jn^ and that the 

rate of taxation is proportion al to property ownership . 

The situation under a progressive income tax is obviously 
different. Rates under such a tax are higher for the larger in- 
comes than for the lower ones, hence, the income from a govern- 
ment bond if it were taxable might in the case of one person be 
subject to a tax rate of one-half of 1 per cent, while to another 
person it might be subject to a tax rate of 20 per cent. That is, 
the second of these persons might be called upon to pay to the 
government as tax one-fifth of the income which he receives 
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from the bond. Under such a progressive tax, the exemption 
of the income of government bonds from taxation would thus 
defeat, to some extent, the principle of the progressive rates. 
The eoncju siniL ^ of pro- 

gressive income taxation, the old practice of issuing tax exe mpt 
securities should be abandoned. All government bonds should 
be placed on the same basis as the bonds of private corporations. 
This subject will, be further discussed in the next chapter. 

State Inheritance Taxes. — All of the states with three ex- 
ceptions at the present time levy taxes upon inheritances. These 
taxes are almost without exception levied upon the separate 
inheritances rather than upon the total estate of the deceased. 
Further, the general rule is that progressive rates are used, and 
also that the rates vary according to the nearness of kin of the 
person inheriting. 

Very unfortunately, there is a great deal of difference among 
the states in regard to the basis of the tax. Some states levy a 
ta x upoiLJMjQersons inheriting without,. rcgaix lJ^i^ 
propert y inherited is located. O t her states levy a t ax np oiLlhft 
proper ty within its jurisdiction th at was owned by deceased 
persons without regard to where the persons live who are to 
inherit it. Other states, in the case of the inheritance of 
property in corporations, levy an inheritance tax if the corpo- 
ration is located in their borders even though the property 
owned by the corporation and the persons inheriting stocks 
and bonds therein are located in other states. Thus it may 
come about that several different states will levy taxes upon a 
single estate. In certain rare cases, this might amount to a tax 
of 100 per cent upon the estate. 

It is highly desirable that a much greater degree of uniform ity 
should be secured in the inheritance tax laws of the di fferent 
states. An effort to bring this about has been made, but thus 
far there has been difficulty in bringing the state laws into har- 
mony with each other. One plan to accomplish this result 
would be to have the states give up the administration of the 
inheritance tax and have the national government collect the 
tax and remit the funds collected to the proper state. This 
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method would seem to be highly desirable, but would perhaps 
be unconstitutional, in the form suggested. This will be dis- 
cussed again in the following chapter in relation to the national 
inheritance tax. 

Fees and Assessments. — Fees and assessments, as indicated 
above, constitute a portion of the revenue in the various states 
and local divisions. In most jurisdictions, this amounts to only 
some 5 per cent of the total receipts. One significant change 
which has taken place in respect to fees is that to an increasing 
degree fees are turned into the treasury rather than retained as 
co mpensation by the officials collectin g them. That is, officials 
have been placed upon a salary basis rather than permitted to 
receive compensation in the form of the fees which they collect 
in the course of their official duties. The total amount received 
in fees may not correspond at all to an amount that would rep- 
resent a proper salary for the official in charge, and in many 
cases, especially in connection with the administration of justice, 
it has come to be appreciated that the payment of officials by 
means of fees often leads to the officials being more concerned 
in the securing of fees than in the administration of justice. 

Asses sments in the case of impro vements benefiting real estate 
are gene ral ly approved by authorities in public finance . In 
many cases this may result in injustice as between the persons 
who own property abutting the improvement and those who 
own property somewhat adjacent. The latter may receive sub- 
stantial benefits but under some schemes of assessment they 
would not be assessed for the improvement. But in spite of the 
difficulty of equitable adjustment as among different property 
owners, it seems highly reasonable to levy a special assessment 
against the owners who are especially benefited as a result of a 
particular improvement. 

Poll Taxes. — Until comparatively recently, most states im- 
posed a flat tax upon each man. The customary amount of 
this tax was $1.00. This practice has been almost entirely 
abandoned. In 1925, six states reported the collection of such 
a tax. In two of these the tax was $1.50 and in the other four, 
$ 1 . 00 . 
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Loans. — Loans constitute an important item in the revenue 
of most states and local governing units. The increased amount 
of borrowing during the past few years has been very marked. 
It is estimated that in 1912, the total state and local indebted- 
ness amounted to $3,822,000,000, and that by 1922 this had 
increased to $8,697,000,000, and two years later, 1924, to 
IIOjSOOjOOOjOOQ. 1 Thus according to these figures, the public 
indebtedness of the state and local units increased almost three- 
fold during these twelve years, 'j lhiis increase in indebtedne ss 
came because of the borrowing of money — the selling of bonds 
— in order to build schoolhouses, construct roads. 
and viaducts, and to make other similar im prowments. Tr> , 
tuHentally, it is an approvidqmncipte that such 

bonds should be retired during the life of the improvement that 
is made as a result of their being sold. It must also be noted 
that while loans are a source of revenue when the bonds are 
sold they at once become an item of expense as money is col- 
lected to pay the interest and to redeem the bonds when due. 

Government Enterprise. — As already indicated, one of the 
sources of government revenue is found in business enterprises 
of various sorts. European governments, as noted in a quo- 
tation above, have engaged in such enterprises far more than 
have the governing units in America. The earnings of such enter- 
prises are of small importance in our revenue system as for the 
most part when government enterprises are undertaken the 
aim of the government officials is to collect only sufficient money 
to pay the cost involved, thus not affording anything in the way 
of net revenue to the governing unit. 

PROBLEMS AND EXERCISES 

162. Account historically for the general property tax. 

163. Account for the fact that the general property tax is retained 
in most of our states despite the opposition of the students of taxation. 

164. What are the leading objections that are offered to this tax? 

165. Is it to be expected that the states will make increasing use of 
the income tax? Discuss. 

1 National Industrial Conference Board, Tax Burdens and Public 
Expenditures, 1925, pp. 62, 67. 
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166. Develop an argument to the effect that the payment of fees 
to justices of the peace tends to result in legal injustice. 

167. Why do you suppose that the states have almost entirely given 
up poll taxes? 

168. Why should bonds that are issued by a government unit be 
retired during the life of the improvement that is made as a result of 
the sale of the bonds? 
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The United States Government during the fiscal year ending 
June 30, 1925, received into the public treasury more than three 
billion dollars. The peak in United States receipts from taxes 
cameTn 1920 when the total amounted to almost six billion 



Chart XII. Revenue of the Federal Government, 1910-T925. Ibid., p. 9. 


dollars. The receipts for 1925, which were equal to 55 per cent 
of the receipts for the year 1920, are classified as follows in the 
report of the Secretary of the Treasury: 1 


Income and Profits Taxes 47 

Miscellaneous Internal Revenue 22 

Customs 14 

Profits from Foreign Obligations . 5 

All Others 12 


The above diagram gives a classification of the revenue of 
the federal government from 1900 to 1925. 

1 Report of the Secretary of the Treasury, 1925, p. 8. 
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The diagram indicates the changes which have taken place in 
the sources of income to the United States Government. From 
1900 to 1913, customs duties represented about one-half of the 
national revenue, and miscellaneous internal revenue the re- 
maining one-half. The internal revenue consisted almost en- 
tirely of taxes upon alcoholic beverages and tobacco, until 1913, 
at which time a national income tax was instituted. Later, other 



Chart XIII. The Miscellaneous Revenue of the Federal Govern- 
ment, 1910-1925. Ibid., p. 10. 

internal revenue taxes were added as is shown in the chart 
above. The striking thing shown in Chart XII is the part 
which income .andLnrofits taxes bear to-dav as compared with 
the situation of only a few years ago. Since 1922 these re- 
ceipts from this source should be labeled income taxes , as the 
tax on excess profits was repealed in 1921 to take effect in 1922. 
As indicated in table 9, the diagram shows that practically 
one-half of the total federal receipts are now in 
come taxes. During 1920, almost two-thirds of the revenue 
came from this tax and the profits tax. 

The classification of the miscellaneous internal revenue for 
the fiscal years, 1910 to 1925, is shown in Chart XIII, which is 
also taken from the report of the treasury for 1925. 
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This diagram shows the great increase in these taxes which 
came during the war, and also the great decrease recently in 
the amount of taxes received from alcoholic beverages. It is 
interesting to note that the increase in the receipts from the 
tobacco tax has within recent years practically equalled the 
decrease in the receipts from the liquor taxes. The space which 
is labeled “Estates” represents the receipts from taxes upon 
the estates of deceased persons — the so-called national in- 
heritance tax. 

Another interesting classification from the report already 
referred to is given in the following table: 

TABLE 9 

The Distribution op National Tax Receipts, 1791 to 1925 1 


Period 

Average Annual 
Tax Receipts 

Distribution of Tax Receipts 

Customs 

Income and 
Profits 
Taxes 

Miscellaneous 

Internal 

Revenue 



Per Cent 

Per Cent 

Per Cent 

1791-1860 

$ 22,254,979 ' 

98.6 


1.4 

1861-1909 

354,028,9 88 

53.7 

2.2 

44.1 

1910-1916 

654,370,098 

43.5 

8.6 

47.9 

1917-1921 

3,909,695,042 

6.3 

66.4 

27 3 

1922-1925 

3,307,987,745 

15.2 

55.8 

29.0 


The proportion which customs receipts (tariff on imported 
goods) represent in the total receipts to-day, 15 per cent, is 
strikingly small as compared with the period ending in I860, 
when they represented over 98 per cent of the total. 

Constitutional Provisions. — The United States Constitution 
provides that “ no capitation, or other direct, tax shall be levied 
except in proportion to the census or enumeration hereinbefore 
directed to be taken.” This provision of the Constitution means 
that .Congress cannot levy a direct tax upon the citizens of the 
various states unless the tax is apportioned according to the 
number of persons in the respective states. That is, as between 

1 Ibid., p. 11. 
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a state of ten million population and one of five million popu- 
lation, a direct tax could not be levied by the federal govern- 
ment unless twice as much were collected from the citizens of 
the one state as from those of the other. 

This means that such taxes could not be levied according t o 
the^j ahilitv principle, for it is almost inconceivable that the * 
population of the various states should hs ^du rided in ex actly 
thesamepropOTSons into groups with given tax-paying ability. 
Indeed, the states differ so in per capita wealth, or per capita 
income, that the constitutional provision amounts to a pro- 
hibition of direct taxes by the national government. 

But what is a direct tax within the meaning of the Constitu- 
tion? The justices of the United States Supreme Court have 
differed in their answers to this question. There has seemingly 
been agreement from the first that a tax upon land is a direct 
tax. A tax on carriages, which was really a luxury tax, was 
in the early years of the government upheld as not being a 
direct tax. But if a tax on land is a direct tax, is a tax upon 
the income from land a direct tax? Or is a tax on income, in- 
cluding income from land, a direct tax? 

Income Taxation. — During the Civil War, Congress imposed 
an income tax, which continued until 1877. A case involving 
this tax came before the Court in 1880 and it was held that the 
tax was not a direct tax within the meaning of the Constitution. 
Later, in 1894, Congress passed another income tax law but this 
was held to be unconstitutional. The Court at that time, by 
a five to three division, took the position that an income tax is 
a direct tax. Several years later, an amendment was submitted 
to the states giving to Congress power to provide an income tax. 
This became part of the Constitution in 1913, and immediately 
thereafter Congress established such a tax. 

It is i nteresting to note, in this connection that in 1909. a law 
was passed imposing a tax upon the Incomes of corporations. 
This was declared by Congres s to be an excise tax upon the 
right of corporations to exist, the income of a corporation being 
used as the basis for determining the value of this privilege. 
The Court upheld this law as constitutional, thus holding that 
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what was in effect a tax upon the income of corporations was 
an indirect tax within the meaning of the Constitution. 

The present income tax law really dates from the enactment 
of the law of 1913 which followed the adoption of the income 
tax amendment to the national Constitution. The latest re- 
vision of the law was made in 1928, and it may confidently be 
expected that other revisions will be made. This discussion 
will be in terms of the 1928 legislation. This law makes a 
distinction between the incomes of individuals and of corpo- 
rations. ,A corporation is subject to a tax of 12 per cent 
upon .its— net income, above $2000. As noted in a preceding 
chapter, this rate does not vary among the different corporations. 

Individuals are also taxed upon net income. This means 
that from a person’s gross income, certain deductions may be 
made in order to arrive at net income. The net income of an 
individual may then be still further reduced by certain exemp- 
tions in order to ascertain the income that is taxable at the 
normal rates. First, there is a personal exemption of $1500 
which means that no one is subject to the national tax unless he 
has a net income in excess of $1500. In addition to this, if 
one is married an additional exemption of $2000 is given, but 
the combined personal exemption for husband and wife may 
not exceed $3500. Further, there is an exemption for each 
child under eighteen years of age or other person who is de- 
pendent upon the taxpayer; and lastly, dividends which are 
received from corporations that have paid the income tax may 
also be deducted from the net income, in order to arrive at the 
income that is taxable at the normal rates. 

The tax rates are divided into two parts called the normal 
rates and the surtax. The normal rates are 1J per cent on 
the first $4000 of net income above the exemptions, 3 per cent 
on the next $4000 and 5 per cent on all above $8000. In 
addition to these rates, a surtax is imposed upon the total net 
income, which means the net income before the deductions are 
made in order to ascertain the income which is taxable at the 
normal rates. 

The surtax rates are as follows: Upon that part of the net 
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income which is in excess of $10,000 up to and including $14,006, 
1 per cent; upon the portion of the income above $14,000 up to 
and including $16,000, 2 per cent; upon the next $2,000, 3 per 
cent; and a like increase of 1 per cent for each additional 
$2000 of income until the rate reaches 6 per cent. After this 
point, the rates increase more rapidly until the net income is in 
excess of $100,000. The surtax rate then becomes 20 per cent, 
which is the maximum rate. In brief, then, the net income of 
an individual who is subject to the national income tax is 
broken up into a series of income increments, and each incre- 
ment is taxed at a rate which is different from the other incre- 
ments. 

The combined tax rate on inco mes of $1,000,000 or more, 
in 1925, of which there were 207 reported for taxation, was 
15.83 per cent. In 1919 the corresponding rate was 64.87 per 
cent. 1 The normal rate is 5 per cent for only part of the net 
income, and the 20 per cent surtax applies only to that portion 
of the net income which is above $100,000. 

The law makes a distinction between what is called “earned” 
and “unearned” incomes. By “earned 77 incomes are mean t 
those which are derived from personal service and by “un- 
earned” inc omes are mean Dthose which are derived from prop- 
UrEyl)w^ not in excess of $30,000, which are 

derived from personal services are taxed at slightly lower rates 
than are those that flow from property ownership. This is 
accomplished by permitting, in the case of “earned” incomes 
up to $30,000 a deduction of 25 per cent from the tax which 
would otherwise have been payable. Thus the rates already 
considered, strictly speaking, apply only to incomes that flow 
from property. 

Tax Exempt Securities. — In the preceding chapter atten- 
tion was called to the question of tax exempt securities. This 
subject has received a great deal of attention in connection with 
the national income tax. It has been argued that the high 
surtax rates which prevailed shortly following the war, led to 
the investment by the rich in tax exempt securities, and thus 

1 Statistics of Income } Commissioner of International Revenue, 1927, p. 25, 
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to the escape of income from taxation. With a surtax rate of 
65 per cent on the portion of one’s income above $100,000, such 
as prevailed during 1918, a 4 per cent government bond be- 
came more profitable than an 8 per cent industrial security, as 
the source of the increment of income above $100,000. 

The present maximum surtax rate of 20 per cent on the Incre- 
ment of income above $100,000 makes investment in tax free 
bonds less profitable to the large income receivers than it was 
under the higher rates. But it still makes the ownership of such 
securities profitable. As the source of the portion of taxable 
income in excess of $100,000, a government bond at 4 per cent 
is equally valuable to an industrial security bearing 5 per cent. 

The Secretary of the Treasury estimates that there were 
$15,946,000,000 of tax free securities outstanding in 1927, of 
which $11,840,000,000 have been issued by the state and their 
political subdivisions, $145,000,000 by the territories and in- 
sular possessions, $2,165,000,000 by the United States Govern- 
ment, and $1,795,000,000 by the Federal Farm Loan System. 1 
It is to be noted in this connection that only the earliest issues 
of the United States’ bonds that were sold during and im- 
mediately following the war are free from the surtaxes of the 
national income tax. 

The extent to which the large income receivers have pur- 
chased tax free securities in order to reduce their income taxes 
is problematical. The data available, which come largely 
from the records of estates liable to the national inheritance 
tax, indicate that money was not transferred to these securities 
to the extent that one might have expected. But the fact that 
this may be done, warrants the conclusion that the policy of 
issuing tax free securities should be abandoned. 

Customs and Excise Taxes. — Shortly following the inaugu- 
ration of the United States Government, provision was made 
for the levying of duties upon imports in order that govern- 
ment revenue might be secured. There was no question but 
that such imposts did not constitute direct taxation and thus 
there was no question as to their constitutionality, on that score. 

1 Annual Beport, 1927, p. 64. 
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The large part which customs receipts played in the national 
revenue up until the Civil War has already been indicated. 

During the first administration, Hamilton recommended that 
certain excise taxes should be provided to supplement the 
revenue from the tariff duties. Excise taxes have always been 
considered to be indirect taxes and thus a possible source of 
revenue to the national government. Illustrations of excise 
taxes, as already noted, are the present national taxes upon 
tobacco, playing cards, medicinal liquor, and automobiles . 
These taxes are imposed upon the manufacturers of these 
products, and are presumably added in to the prices of the 
articles in question. The national tax on theater tickets is also 
an excise tax. 

Hamilton’s recommendation was accepted by an early Con- 
gress and a few excise taxes were levied, including a tax on the 
manufacture of whiskey. These taxes were very unpopular. 
As stated in the chapters on money , the early Americans were 
stoutly opposed to taxation in any form, if it could be avoided. 
The “ whiskey rebellion” of 1794 was a direct result of these 
taxes, and shortly thereafter they were repealed. 

During the War of 1812, the disorganization of international 
trade led to a complete cessation of importation and this 
meant that the receipts from customs duties did not provide 
sufficient revenue for the government. Excise taxes were then 
provided for, but were repealed shortly following the termination 
of the war. Following this time until the beginning of the Civil 
War, the customs duties continued to be almost the sole source 
of federal revenue, as they had been in the period preceding the 
War of 1812. 

The Civil War greatly increased the financial burden upon 
the federal treasury. Further, the war led to a decrease in 
importation and thus to a reduction in the receipts from cus- 
toms. Excise taxes were levied and also national taxes were 
imposed upon incomes as already noted, and upon inheritances. 
Following the termination of the war, the income and inherit- 
ance taxes were abolished and the excise taxes were consider- 
ably reduced but not entirely removed as after the War of 1812. 
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The excise tax upon alcoholic beverages and tobacco remained, 
and as already indicated, are part of our internal revenue to-day. 

In concluding this brief survey of the history of federal 
revenue, it is well to emphasize the fact that customs receipts 
are very,, jansatisf ac tor v as a major source of government 
revenue, ^because o TlSe* variation in the amount of customs 
receipts f r onatimJT*^^ this source may be 

greatly reduced during a war as has been amply illustrated 
from our experience. But during times of peace the change in 
the amounts of receipts from year to year may also be marked. 
In 1872, receipts from this source were in excess of $212,000,000 
but in 1878 only $127,000,000. In 1882 another high point was 
reached, over $216,000,000. The low point for the eighties was 
$178,000,000 in 1885. There was another high point in 1890, 
when the receipts were more than $226,000,000. In 1894 
$129,000,000 was secured, $172,000,000 in 1897, $145,000,000 in 
1898, the year of the Spanish-American War, and $202,000,000 
in 1899. In 1907, $329,000,000 was taken in, but in the follow- 
ing year only $282,000,000. In 1910, $326,000,000 was secured, 
but only $180,000,000 during 1918, the last year of the World 
War. 

But not only do imports vary from year to year, tariff rates 
cannot be altered from time to time to secure the needed amount 
of revenue. This is true for two reasons: first, the rates are 
established largely in order to protect home industries. A 
proposal to alter the rates, especially downward, would meet 
strong opposition, and at most times could not be accomplished. 
Second, the relation of rates to the amount of revenue is a 
very intricate problem. An increase in rates in some cases 
would reduce the revenue, and in other cases would increase it, 
and a reduction in rates would likewise produce the one effect 
in some cases and the other in other cases. The degree of 
elasticity in the demand for various imported articles, together 
with the elastic'ty in the supply of them will determine the 
effect that tariff changes will have on the volume of revenue. 
Further, just what is the degree of elasticity can be determined 
in any one case only by experimentation. During a political 
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campaign in the late eighties both political parties promised to 
reduce the surplus revenue which was embarrassing the govern- 
ment, but one proposed to do this by reducing the tariff rates : 
and the other by raising them; and each was equally logical. j 

The National Inheritance Tax. — A national tax was levied 
upon inheritances during the Civil War, as already stated, and 
also during the Spanish- American War. The latter one was re- 
pealed within three years of the time of its enactment. The 
present law dates from 1916 although it has been revised since 
that date. This tax is, properly speaking;, an estate-tax n ot 
an inheritance tax. The estate of the deceased, rather than the 
amount that is inherited by the various heirs, is the basis for 
the tax payment. In most of the states, as already indicated, 
the tax rates are imposed upon each separate inheritance and 
vary according to the nearness of kin to the deceased. Under 
the national law of 1926, no estate is subject to taxation unless 
after the deduction of certain exemptions, such as gifts for 
charitable purposes, it is in excess of $100,000. The first 
$50,000 above $100,000 is taxed at the rate of 1 per cent, and 
above that amount the rates increase until the maximum is 
reached in the rate of 20 per cent, which is imposed on that part 
of an estate that exceeds $10,000,000. 

To escape the injustice that would tend to result from the 
fact that inheritance taxes are imposed in most of the states, 
the national law permits deductions to be made, from the 
amount payable to the national government, equal to the in- 
heritance taxes that have been paid to the state governments, 
up to 80 per cent of the total amount payable to the national 
government. Thus if the national tax against an estate amounts 
to $200,000, no more than $40,000 need be paid to the national 
government if $160,000 has already been paid to one or more 
of the states. 

As indicated in the preceding chapter, an interesting question 
arises as to the relation between state inheritance taxes and 
the national estate tax. Many persons insist that the national 
government should give up this tax and leave the taxation of 
inheritance to the various states. Such a nolicv. however, on 
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the part of the national government, instead of leaving the in- 
heritance tax to the states, would take it away from them, to 
some extent. This would come about as a result of the competi- 
tion among the states in respect to this matter. In the state of 
Florida, for example, there is a provision in the constitution to 
the effect that the legislature may not impose any taxes upon 
inheritances. This was obviously included in order to attract 
rich persons to that state. So long as the national law prevails, 
such moves on the part of the states can have but little effect, 
but if we did not have the national law, other states would tend 
to follow in the footsteps of Florida in order to encourage per- 
sons of wealth either to retain or to set up legal residences within 
their borders. The ease with which a legal residence may be 
established and maintained in any one state without a person’s 
confining himself to its borders, makes it very easy for a few 
states, or even only one, to interfere seriously with the collec- 
tion of inheritance taxes by the other states. 

If such a tax is to be used at all, without the aid of the national 
government, the rates must be very low, except on real estate 
and other tangible property. And even such property, in the 
case of rich persons who are not actively engaged in business, 
can easily be sold and the proceeds invested in similar property 
in the states where there is no inheritance tax, or where the rates 
are very low. If the principle of inheritance taxation is sound, 
and there is seemingly no conclusive argument as to its in- 
validity, then, it appears that the national government is the 
proper agency to engage in this form of taxation. 

But the state governments are more in need of revenue from 
this source than is the national government. One solution of 
the problem is that the states should abandon this tax, and that 
it should be administered by the national government and the 
proceeds turned over to the states. This plan would perhaps 
be unconstitutional. It would seem that the courts would hold 
that the national government did not have legal power to act 
in this capacity for the states. The present method of giving 
credit toward the national tax for the amount paid in state taxes, 
up to 80 per cent of the total, permits all of the states to make 
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effective use of the inheritance tax, and this method is presum- 
ably constitutional. 

Secretary Mellon has recommended that the national in- 
heritance tax be abolished. One point that he makes is that it 
should be used only as an emergency revenue measure during a 
war. “We ought not to use our reserves in times of peace/’ 
he says. 1 Until recently the national government has used such 
a tax only during periods of war, but such use of the tax may 
be condemned as a very unjust method of securing war revenue. 
The estates of persons who happen to die during such a period 
are subject to the tax, while the estates of those who die either 
before, or after, such a law is in effect are not taxed. Further, 
the transfer of estates by death is in no way related to the exi- 
gencies of a war. Increased profits may result from the demands 
of governments during a war, and so may be very properly sub- 
jected to a special war levy. And, likewise, estates may be 
greatly enhanced during a war, and so fittingly liable to heavy 
taxation, but the estates of persons who die during a war may 
not have been at all augmented as a result of the conflict. 

PROBLEMS AND EXERCISES 

169. Account in a general way for the fact that income taxation 
on the part of the national government has such a large place in our 
present revenue system. Why was this not the case forty years ago? 

170. What is a direct tax in the meaning of the Constitution? Who 
is the final authority on this question? Have different answers been 
made to it? Explain. 

171. List the principal reasons as to why the receipts from customs 
are unsatisfactory as the chief source of government revenue. 

172. Develop an argument with illustrations to the effect that the 
repeal of the national inheritance tax would reduce the use of this tax 
by the various states. 
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WAGES 


The Subject of Distribution. — We come now to the study 
of one of the most interesting and important phases of the eco- 
nomic activity of men, namely, the division of income among 
the members of the economic society. This is generally known 
by eco nomists as the didnbution of income or w ealth. This 
meaning of the term distribution must be kept in mind as the 
word is also used in two other senses in economics. It is used 
in the discussion of marketing to denote the sale or movement 
of goods from producer to consumer, and it is also used in 
statistics, and thus in statistics which deal with economic 
phenomena, to mean the proportion or number of a total 
number of items that should be placed in given groups or classes. 
Thus, considering the size of manufacturing plants, as was done 
in Chapter III, the problem is one of distributing the total 
number of firms among the different groups or divisions. How 
many firms, for example, employ less than five persons? How 
many from six to twenty? How many from twenty-one to 
fifty? And so on. 

Since the term distribution may be used properly in each of 
these three cases, care must be taken not to confuse the dif- 
ferent meanings. As used here the problem of distribution is 
that of ascertaining the principles governing the different kinds 
of economic income. 

Kinds of Income. — All economic income may be divided 
into two classes; nam ely, income from labor an d income from . 
propeg fos. These may be subdivided into four classes or kinds: 
' "gages , i nterest , rent, a nd profiJw Wages are derived from labor 
service, interest and rent from property, and profit is a joint 
income from labor and property. In the following chapters 
each of the four forms of income will be considered in order. 
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It should be clearly noted that all of these forms of income 
arise out of business relations. Some persons receive income in 
other ways, for example, by gift or theft, but such receipts are to 
be regarded as coming from the income — wages, interest, rent, or 
profit — which other persons receive in their business relations. 

The determination of each of these shares of distribution is 
a price problem. Wages, interest, and rent are all market 
prices, and profits (or losses) occur because of the prices that 
prevail. The analysis to be followed here is, then, essentially 
an analysis of prices. That is, how does it come about that the 
prices paid (or received) as wages, interest, or rent are as they 
are? And, why do prices permit profits to be made or cause 
losses to occur? 

Wages Defined. — The term wages is most generally used to 
mean the price paid by an employer for the services of an em- 
ployee. The word is also used more broadly to mean that part 
of the in c ome of on e who is self-employed that corresponds t o 
wha P^couM to work for another. 

Thus, a farmer working for him self, a person selling goods on 
commission, or a physician who gets an income from fees paid 
by his patients, all receive wages. But if all persons were self- 
employed, the wage problem would lose most of its significance. 
It is particularly important in our present society because so 
many persons are employed by other persons or firms. Indeed, 
three-fourths of the persons in the United States who are 
gainfully employed are wage earners (or salaried employees) ac- 
cording to the census of occupations for 1920. And these per- 
sons receive approximately 60 per cent of the total national 
income. 1 The problem of wages is thus essentially one of the 
amount paid by employers, rather than the amount earned by 
persons who are self-employed. The following discussion will 
accordingly be in terms of the wages paid by employers. 

A Wage Is a Price. — Since a wage is a price it follows that 
the wage rate is fixed, as is any price, by the demand for and 
the supply of the particular form of labor service that is under 
consideration. 

1 W. I. King, Incomes in the United States , Vol. I, p. 99. 
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The supply and demand forces in thelabor market are not a s 
nicely adjusted as in the wheat m arket, for example. They are 
often so badly out of balance that a large numEeroTpersons are 
unemployed . In fact, it seldom if ever happens that there is 
such a nice adjustment of supply and demand in the case of 
labor, that all persons are employed. As a result of this con- 
dition many students in this field have spoken as if wages were 
not determined by supply and demand. Such statements are 
unfortunate as they suggest that wages are not prices. Fur- 
ther, they suggest that demand and supply are not operative 
unless all laborers are employed. Clearly, if some units of labor 
are withheld at a given wage this in no way means that the 
forces of supply and demand are not setting the wage. The 
demand is merely insufficient to call out the total potential 
supply. Clearly a wage is a price and the problem of the 
economist is to analyze the demand and the supply sides of the 
labor market with a view to determining the factors that in- 
fluence the setting of wage rates. Such an analysis, of course, 
helps to account for the lack of nice adjustment between the 
potential supply and the demand. That is, it will, if sound, 
show the true nature of supply and demand as they operate to 
set the various rates of wages. 

To some people the idea that the price paid for human service 
is determined similarly to the way in which the price of coal is 
determined, is repellent. Men are not commodities, we are 
told, and should not be priced as are commodities. Neither, of 
course, are men merely objects of a given mass and density, 
but the law of gravitation applies to them as if they were, and 
seemingly without giving offense. Labor service is certainly 
sold for a price, and necessarily operates under the laws of 
price. Further, since the prices paid for the labor services that 
produce them are very important in the determination of the 
prices of commodities, this makes the methods of setting wage 
rates and commodity prices similar. j 

Grades of Labor Service. — In discussing wages it is highly 
important to remember that there are many kinds and grades 
of labor service. Since no two persons are exactly alike, one 
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might say that there are as many kinds and grades of labor 
service as there are persons. In a highly refined sense this is 
true. Practically, however, differences between certain persons 
may be so slight that their labor service may be regarded as 
identical and thus a large number of persons may be included 
within one wage group. But the differences among persons 
are such that at the least there are many wage groups. For 
example, differences in intelligence, skill, strength, reliability, 
and honesty account for a very large number of groups in the 
labor market. Then, too, as will be noted presently, there are 
several factors that condition the relative desirability of being 
employed in different occupations. This separates the workers 
in such occupations into different wage groups. 

Wages Paid for Single Units. — The Margin . — If was em- 
phasized in the chapters dealing with price that buying and 
selling run in terms of single units, or small lots of goods and 
not in terms of entire classes or kinds of goods. Similarly, in 
the matter of wages, it must be remembered that buyers on the 
one hand and sellers on the other are concerned with single 
persons or groups of persons and not with entire groups of 
laborers. Some people are disturbed, as was mentioned earlier, 
to find that persons in one line of work, say -prize fight ing, 
receive a scale of wages that is greatly in excess of the wage re- 
ceived for work that is regarded as of much greater social im- 
portance, as for example ,,, school teaching. 

A more striking example of this point is found in the fact that 
agricultural laborers are among the lowest paid workers and 
vet the social importance of farming gives it first plac e, or 
almost first place, at least, among all lines of work. That is, 
since food is essential to the maintenance of life, the production 
of food must necessarily outrank almost all other forms of en- 
deavor from the point of view of the contribution made to 
social welfare, yet farmers' wages are very low. The significant 
fact is that although the work of farm ers as a class is of pri mary 
social importance, the wor^cT^ is.,.Qf..bnt, very 

littlm.importance . Normally, at any one time most persons 
engaged in farming are definitely committed to the farming 
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business. Thus, the buyers of farm labor or farm products 
need to be concerned only with the relatively small number of 
persons who are likely to leave the farms, or the few, relatively, 
who may be attracted away from other lines of work to fann- 
ing. That is, in bidding directly for farm labor, or in bidding 
indirectly for farm labor through the purchase of farm products, 
it is only necessary to pay enough to attract to, or to hold within 
the farming group enough persons to keep a proper balance 
between the products to be derived from this occupation and 
the products of all other lines of work. In short, only such an 
amount need be paid as represents the wishes of marginal em- 
ployers of farm laborers or of marginal buyers of farm products. 

Likewise, with all grades or kinds of work, if is the persons 
who are at or on the margin as employees and as employers 
who are significant in setting wages. T he supply in view of the 
demand sets prices in the labor market as in the markets where 
commodities are bought and sold. The wage cannot be more 
than the marginal employer will pay, nor less th an the marginal 
employee, willtul^^ be less than many employers 

would pay and above the amount that some of the employees 
would take. One employer might be willing to pay $10 per 
day for skilled machinists, but if other employers will pay only 
$7 per day, and if there are so many machinists that some must 
work for the low wage employers, all of the machinists will tend 
to get only $7 per day. 

If more machinists should now appear in the market, and if 
they were willing to work for less than $7 per day, they would 
bid down the wage rate for all of the machinists. On the other 
hand, if employers should wish to increase the number of their 
machinists, they would tend to bid up the wage. In this way 
the more prosperous firms may entice machinists away from 
other firms, and men from other fields may be induced to enter 
this line of work. 

To get a picture of the different labor groups consider a 
manufacturing business employing 4000 or more persons. In 
such a situation wages normally vary all the way from $1.50 
per day to $15,000 or $20,000 per year. We may assume that 
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the firm pays no more than it needs to pay for each type of 
service. The common laborers, machinists, tool makers, in- 
spectors, department superintendents, stenographers, and the 
plant physician, along with the various other employees, all 
tend to get a wage that is set at the margin for each group. If 
stenographers get less than do tool makers this is because the 
supply of the one kind of service, in view of the demand for it, 
forces the wage to a lower point than in the case of the other 
kind of service. Wages, to repeat, conform to the elementary 
principle of thejpricing of commoditi es. 

One familiar phrasing in economic literature is that the wages 
of each group tend to equa l the marginal .prj)£bjrMj)i±y ^jcd-4h e 
labo rers, that is, the value to the employe^ of jjiemiaxgirial Be™ 
oFtEeirproduct. A more refined phrasing of this idea is that 
'wagesTenHtoequal the discounted marginal product . The work 
of laborers seldom issues into a salable product until some time 
after the work is performed: they are almost invariably paid 
before the employer sells the product which they produce. Thus 
the maximum wage which he can afford to pay is not the equiva- 
lent of the value of the final product, but the equivalent of the 
present worth ol ihe ^final product — the discounted value of 
the final product. 

But it must be understood that, so far as many employers 
are concerned, they can have no appreciation of the marginal 
* productivity — or the marginal worth to them — of any group 
1 of laborers. Consider an employer who is operating a machine 
1 shop with the assistance of 1000 persons. How much is one 
|of his lathe operators worth to him? One of the tool makers? 
|An inspector? This problem is as nearly insoluble, so far as 
many factories are concerned, as is the problem of finding the 
value of one egg, or one spoonful of baking powder, or one cup of 
sugar to a cake baker. Each one of the items that are essential, 
if the others are free, may be said to be worth the value of the 
total product, but that could not be its value if the other items 
are not free. If the ingredients of a cake are to be worth $1,00, 
the baker would pay $1.00 for the necessary sugar, if the other 
Items are free; but if all of the other items are to cost 90 cents, 
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the baker cannot afford to pay more than 10 cents for the 
sugar. What each ingredient will contribute in value — what 
the baker can afford to pay for it — will depend on the price 
of the other ingredients, a nd the value of the cake. Similarly, 
any part of the labor force that is necessary to an establishment 
cannot be valued by an employer apart from the remainder of 
the force. 

Despite this limitation, the marginal idea does have validity. 
In fact, it is fundamental to an analysis of the situation. Not 
all labor crews are fixed in proportions. Some employers may 
be able to use effectively several different combinations. 
Whether 25 or more machinists up to 30 shall be employed in a 
given shop may depend entirely on the wages of machinists; 
whether 10, 11, or 12 handy men shall be hired may also depend 
solely on the wages that are demanded. And even if all labor 
crews were of fixed proportions, some employers would un- 
doubtedly be at the margin of hiring one crew more or one crew 
less. It is extremely unlikely that there is a single line of work 
in which some of the persons who engage in it are not on the 
margin of being unemployed. The wage rates which the em- 
ployers of such persons will pay are of vital significance in the 
wage bargain. These employers are, of course, the marginal 
ones. They, together with the marginal employees in each 
group, determine the wages throughout industry. The mar- 
ginal employees are, obviously, those who will take employment 
only at certain rates. If rates are cut they tend to remain 
unemployed, or to seek employment in some other line of 
work. 

To refer to the cake illustration again, the prices of eggs, sugar, 
etc., are similarly set at the marginal uses for each item, so far 
as the offers of buyers are concerned. These offers to buy at 
certain prices, together with the offers of marginal sellers, or 
producers, to sell at certain prices, determine the prices that 
prevail. Most of the buyers and most of the sellers then accept 
these as a matter of course. 

This analysis of the wage bargain, it must be emphasized, is 
in terms of tendencies. There is not a delicate balancing in the 
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labor market. Custom is especially strong here. Both em- 
ployers and employees may come to regard certain wage rates 
as just and reasonable, and not press for changes when they 
might be made. The wage bargain has a far larger personal 
element in it than is true of bargains in respect to the purchase 
and sale of commodities. One element in this is that a very 
considerable number of wage earners are not primarily inter- 
ested in making money. They must, of course, have some 
money, but having some they are not concerned about getting 
more. Hence, they do not attempt to secure wage advances, 
nor are they concerned to retain their jobs if they have a little 
money ahead. This is not true of all laborers, but it is perhaps 
true of far more of them than the usual person who is “ money 
conscious” suspects. It* is especially true of non-union groups 
of common laborers, and of women who are only partially self- 
dependent. Hence, the wages of such groups may easily be 
below the rate that the market would permit. 

Tir ade u nionists, in contrast with the la borers just mentione d. 
j ^ndurTc^v^^ in- 
creases® of laborers in the wage bargain, and the 

maintenance of interest in the union calls for continuous em- 
phasis by the leaders on the terms of employment. In short, 
trade unionism gives to the wage earner something of the busi- 
ness point of view of the employer. It makes him interested in 
making money — in driving the best bargain that he can. 
Trade unionists thus usually get in wages all that the market 
will afford. 

Wage Rates and Different Employments. — As already em- 
phasized, wage rates vary from one employment to another. 
The publications of the United States Department of Labor 
show great difference in wages within employments and from 
one section of the country to another. One should, however, 
be slow to conclude that these rates are for identical service. 
Two neighboring shops carrying on the same kind of work may 
pay different rates, but they may employ somewhat different 
types of laborers. The higher wages of the one may permit it 
to secure a better grade of employees than the other one has. 
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Yet, as emphasized pr eviously, wages are not adjusted on delL 
cate scales. But despite this fact, there is always a tendency for 
the rates in different lines of work to become equal to each other. 
This is due to the general force of competition as indicated in 
Chapter II. If wages are high in certain employments, laborers 
tend to enter such fields. This permits employers in such lines 
of work to reduce wages. Likewise, if wages are low in certain 
industries, laborers tend to leave such lines of employment. 
Thus through the shifting of marginal laborers in the different 
lines of work, wages for unskilled labor tend to be equalized 
throughout the different employments. This equalization of 
wages is further facilitated by the supply of labor in the different 
fields being adjusted through the numbers of persons who are 
constantly dropping out of industry, and the number who are 
entering. Entirely apart from any shifting of laborers this 
would tend to equalize wages. 

There is another interesting aspect to the equalization of 
wages among industries. If higher wages are paid in one fine 
of work than in others, this is likely to be duo to the fact that 
the business in question is very profitable. This would mean 
that new firms would tend to enter this field and that the other 
firms would extend their scale of operation. The result of this 
extension of business would force down the price of the output 
and by reducing profits make it impossible for employers to pay 
as high wages as they were formerly able to pay. 

Similarly, extremely low wages in some one employment 
usually mean that such work is not profitable and that the most 
inefficient firms are being eliminated. The consequent reduc- 
tion in output would tend to mean higher prices, larger profits, 
and ability to pay higher wages than could have been paid 
when the industry was overcrowded. 

This tendency to uniformity is, however, only a tendency. 
Lack of ability on the part of laborers to bargain shrewdly, to 
move from one district to another, and perhaps most of all an 
inclination to be not greatly concerned as to what wages are 
received, operate to make wage rates differ sometimes very ap- 
preciably even in neighboring shops. 
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The Elasticity of the Demand for Labor. — The adjustments 
that have been described as taking place in the wages of the 
different groups, may also be stated in terms of the elasticity 
of the demand for the services of the different groups of laborers. 
There are, obviously, limits to the wages that may be paid in 
any group. Persons who have money to spend directly for 
labor service, or indirectly for labor service through the pur- 
chase of goods, distribute their money among the different 
labor groups. What they will pay for one type of labor service, 
or for one commodity, will in most cases depend upon what they 
can get for their money if they spend it differently. This means, 
of course, that the different kinds and groups of labor are com- 
peting with each other for the consumer's dollar. In the matter 
of house-building, for example, the wages of bricklayers may 
be such that persons will prefer to hire carpenters to build 
frame houses rather than employ masons to construct houses 
of brick. Or, the wages throughout the building trades may be 
such that persons will give up something in the way of house 
accommodation in order to purchase commodities of an alto- 
gether different sort. 

The Supply of Labor in Different Wage Groups. — The dis- 
cussion thus far has been largely, although not entirely, in terms 
of the demand for labor service. Attention will now be directed 
to a consideration of some of the factors governing the supply 
of laborers in the different labor groups. 

(1) Ability. — In the first place, it may be noted that the 
number oFIaborers in certain wage groups is definitely limited 
because of the ability that is required to perform the particular 
kind of labor service demanded. The differences among persons, 
so far as ability is concerned, is determined by several factors 
For one thing, natural endowment varies greatly. One person 
may be by nature fitted for a certain task while another may be 
disqualified for it because of his inherent characteristics. 

Training is also an important factor in determining the abil- 
ity of persons to perform particular tasks, and this is deter- 
mined in part by the economic ability of persons to pursue the 
course of training that is required. Our present day system of 
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liberal public support of the educational system makes it more 
and more possible that the children of persons who have very 
low incomes may receive training which some years previously 
would have been denied them. Still, after all allowance is made 
for free tuition, and in many cases free books, it remains true 
that the economic handicap prevents many persons from pur- 
suing studies for which they are naturally well endowed. As 
a result, certain of the better paid labor groups have fewer num- 
bers relatively to other less well paid groups than would other- 
wise be true. 

Furthermore, the number in a group requiring a certain abil- 
ity may also be limited because of age or sex. Thus for various 
reasons the number of laborers in certain wage groups is rela- 
tively small in proportion to other wage groups, and as a result 
the wages paid are correspondingly higher than the wages that 
are paid for other types of labor service. 

(2) Compensating Advantag es Among Occupations. — Second, 
the relative number of laborers in the different wage groups 
is affected by the advantages and disadvantages that prevail 
among the different lines of work. Six conditions that go to 
deter min e the relative desirability of occupations will be in- 
dicated. 

In the first place, the laborers in certain fines of work are at a 
relative disadvantage as compared to other laborers because 
the opportunity for continuous employment is less than that 
which generally prevails. In the building trades, for example, 
a great deal of time is normally lost by laborers because of 
weather conditions. The work of the coal miner is also subject 
to very frequent interruptions, partially on account of the inabil- 
ity of the railroads always to procure cars into which the coal 
may be loaded. Such a condition tends to reduce the number 
of persons seeking employment in such fines of work, and ac- 
cordingly tends to raise the level of wages in such occupations 
above the rate which prevails in similar fines of work which are 
not under the handicap of broken employment. Putting this 
same matter differently, the fact that laborers entering such 
fields may be denied full employment tends to cause laborers to 
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refuse to go into such occupations unless the wage rate is fixed 
above the rate which they could command elsewhere. 

Second, the very opposite condition is a factor in determin- 
ing the number available for employment in certain occupations. 
What is commonly designated as “security of tenure” prevails 
to a high degree in the teaching profession. The general rule is 
that if a person, during the period of apprenticeship, performs 
his work in a satisfactory manner, he will be retained indefi- 
nitely. Similarly, in the civil service branch of government work, 
one’s position is to a very high degree an assured one after a 
short apprenticeship has been served successfully. In most oc- 
cupations, the prevailing condition is in marked contrast to that 
which has just been indicated, for the usual employee is subject 
to dismissal by his employer at any time. As a result, the lines 
of work in which there is a high degree of security are relatively 
well supplied with applicants for positions, and consequently 
wages tend to be below the rate that prevails in most lines of 
work for labor service of a similar degree of ability. In other 
words, the fact of security of tenure prompts individuals to 
accept employment at a wage below that which could be se- 
cured in another line of work in which the position is less secure. 

In the third place, occupations differ greatly so far as the so- 
cial prestige of work is concerned. There is, for example, a wide 
difference in this respect between what are commonly called 
“white-collar” or “soft-handed” jobs and the “overalls” or 
“horny-handed” lines of work. The social prestige attached 
to one line of work as compared with another tends to increase 
the number of applicants for the positions that are favored 
socially, and consequently tends to reduce the rate of wages 
therein. An illustration of this is seen in the work of bank clerks. 
This group of persons is notoriously poorly paid. This comes 
about because the prestige attached to the work of the banker 
is such that many young men apply for positions in banks, and 
are willing to accept work there at lower wages than they could 
procure elsewhere. This consideration also helps to explain 
the high wages that prevail for domestic servants. This kind 
of work is so lacking in prestige that most young women prefer 
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to take positions in industrial or financial establishments rather 
than in households, although the wages received in the one may 
be very small as compared with the wages that might be re- 
ceived in the other. An illustration of the influence of prestige 
from the opposite end of the economic scale is seen in the 
readiness with which positions of great trust and responsibility 
in the national government are accepted by individuals who 
could command as wages perhaps a great many times as much 
per year as they can get from the government. 

Fourth, the hours and working conditions that prevail in dif- 
ferent lines of work have an important influence in determin- 
ing the relative wage rates. For example, the number of hours 
of work required per day and per week, regulations governing 
holidays and yearly vacations, and general conditions such as 
cleanliness, noise, risk of accident, and courteous treatment are 
all factors that influence persons in the choices that they make 
among occupations. These factors accordingly help to account 
for differences in wage rates. 

Fifth, if there is a chance of securing large gains in an occu- 
pation, such a large number of persons may be attracted to 
it that the wage rate may be very low for most persons. In, 
many of the professions a few persons are highly successful. 
Their success attracts to such work a very large number of 
persons and, as a result, the numbers are so great that so far as 
the large bulk of persons are concerned, the economic return is 
very meager. 

Finally, it may be noted that the opportunity to be inde- 
pendent, to achieve some goal, or to accomplish some task, may 
prevail to such a degree in some lines of work that many persons 
will be attracted to them, with the result that wage rates will 
be lower in such occupations than in lines of work that are 
otherwise similar. 

(3) Restriction upon Movement from One, Gnmu to An - 
other. — A third general factor that determines the number of 
persons within the different wage groups and that thus affects 
wages, is the restriction that is placed upon the movement of 
persons from one group to another. There may be marked 
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differences between the wage rates in different parts of the 
country as a result of the immobility of labor. Adam Smith 
observed, in his Wealth of Nations (1776) that of all forms of 

baggage the laborer was the mpsUjdiffijmit tam ioszn^ While 

modern transportation has greatly facilitated the movement 
of laborers, there is still a relatively high degree of immobility 
in labor groups. Laborers and their families can normally 
move from one place to another only with great inconvenience 
and at considerable expense. This, added to the strength of 
home ties, operates to prevent shifting from one part of the 
country to another in order to take advantage of differences in 
wage rates. 

The establishment of monopoly or quasi-monopoly conditions 
in a labor group also restricts the movement of laborers. Trade 
union control in certain lines of work tends to have this effect. 
That is, the persons who are already members of a union may 
prevent other persons from taking membership within it, and 
through the control which the union exercises over the pos- 
sibilities of employment, the number of available laborers may 
thus be curtailed and wage rates accordingly kept at a high 
.level as compared with wage rates in similar lines of work. Then 
too, a like condition may prevail because men are preferred to 
women for certain lines of work for which women are just as 
well fitted as men. In so far as this is true, it results, of course, 
in keeping the wages in such an occupation at a higher level 
relatively to the wages paid in other groups than would be true 
if women were free to enter that line of work. 

(4 ) Holding Out for Standar d Wages.— The fourth general 
factor conditioning the supply of labor that is offered in different 
occupations and lines of work is the insistence upon securing a 
particular rate of wages. Indeed, one of the most significant 
things about the labor market is the tenacity with which any 
labor group will hold out for a customary wage. This is very 
apparent m a period of industrial depression when many per- 
sons are unemployed. Although in such a time the need for 
income may be very pressing, yet most persons, until they are 
driven to it by dire necessity, refuse to accept a rate of wages 
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below that which they have been accustomed to receive. Each 
person, in such a situation, is prompted to refuse to accept a 
wage reduction not only because of his own desire but because 
of the strong social pressure upon him from his associates not 
to cut the established rate of pay. 

The Wages of Men and Women. — One aspect of the prob- 
lem of the supply of labor in the different groups, as sug- 
gested above, concerns the sexes. This may be discussed from 
the point of view of the wages l'eccived by men and women. 
The wages received by women are almost invariably less than the 
wages of men beside whom they work. This differentiation in 
wage payment has led to an insistent demand on the part of many 
women that, as between the sexes, there should be “ equal pay 
for equal work.” The implication in this statement is, of course, 
that payment is not equal for equal work. In other words, it is 
implied that women do the work in question as well as men do 
it, and yet are paid less than men receive. But an analysis of 
the situation suggests that this is not the case. The issue could 
hardly arise unless both men and women were doing the same 
kind of work. If the two sexes do the work equally well, the 
employer could then dispense with the men and hire only women. 
Since he is paying the women less than he is paying the men, 
this substitution of women for men would enhance his profits. 
But he does not do this. He continues to employ men rather 
than fill their places with women. The additional women, 
whom he might employ, we may assume, are equally as able as 
are the women already employed. Hence, if we assume that he 
is actuated by business motives, he must find, or believe, that 
the men whom he employs are worth more to him than are the 
women who work along with them. In other words, he must 
regard the work of the two sexes as unequa l. 

The superiority of men, as compared with women, in the 
eyes of the employer may be based on such considerations as 
the physical strength of men. Thus in case of the breaking of 
a machine or other similar emergency, men might be able to 
serve the employer better than women could. But to some ex- 
tent employers may be merely following traditional habits in 
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preferring men to women. Also in many employments where 
contact with the public is concerned, as in banking, for example, 
the attitude of preference for men rather than women may be 
traditional rather than based on genuine superiority. Such 
attitudes tend, of course, to reduce the number of women in 
certain employments and thus, by reducing the total number of 
employees therein, tend to make the wages in such work higher 
than they would otherwise be. Also, this tends to increase the 
number of women in the groups from which they are not ex- 
cluded and, hence, lowers the wage rates in such employ- 
ments. 

The general differences between the wages of men and women 
are indicated by data published by the United States Bureau of 
Labor Statistics. 1 In factory employments in the state of New 
"York the average earnings in shop work in 1926 were found to 
be $33.17 per week for men and $18.73 for women. The ratio 
was almost two to one. The lowest earnings for women were 
reported to be in beverages, $10.58 per week, and the highest in 
furs and fur goods, $32.04 per week. The range for men’s work 
was from $22.07 in tobacco products to $56.83 in miscellaneous 
stone and mineral products. These data are for earnings and 
not for wages. Thus they do not accurately reflect differences 
in wages as women suffer more unemployment than do men. 
«^,A study of office workers in Massachusetts which was based 
on wages, not earnings, shows only 10.8 per cent of the women 
as compared with 59.9 per cent of the men getting $30 and over 
per week; and only one-half of 1 per cent of the women, as 
against 18.3 per cent of the men, getting $50 or more per 
week. 

Money Wages and Real Wages. — We usually, of course, 
think of wages in terms of money, as in considering any other 
service or commodity that is bought and sold. But in the case 
of wages it is often desirable to consider not simply the money 
received but the quantity of goods that can be bought with the 
money wages. Wages thus measured in commodities are called 
real wages. This is an important concept in considering the 
i Bulletin No. 439, pp. 647-649. 
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relative position of a given grade of labor at two different periods 
of time. For, due to changes in the level of prices, money 
wages may be of no significance in comparing the well-being of 
laborers at two different dates. Also in comparing wage rates 
that prevail in different countries, the quantity of commodities 
that may be purchased with the money wage is normally of 
much more significance than are the rates expressed in terms of 
money. In these chapters the word wages will be used when 
money wages are meant, and the expression real wages will be 
employed to indicate the purchasing power of money wages. 

Wages and the Product of Labor. — The wages that have 
been received by laborers in America from the beginning 
of this country have been higher than the wages paid abroad. 
Thj gjias b een true not onl y of money wages but of real wage s, 
too. ce *g £hat y ie 0U £p U t of 

labor, measured in commodities, has been uniformly high in 
America, as compared with other countries. This has made it 
possible for the employers to pay higher wages measured in 
goods than could be paid in other countries, and further, the 
force of competition, as it has operated among employers, has 
forced them to pay high wages, although not always as much 
as was warranted by the product of labor. 

The difference in the real wages that prevail to-day in America 
and Europe are roughly indicated in the following table. These 
data were compiled by the International Labor Office, as of 
October 1, 1926. The United States Bureau of Labor Statistics 
says of these data: 

“ The figures given are in the form of index numbers, using London 
as the base or 100. In considering the figures presented it is very im- 
portant to note that the wage data relate only to a very few categories 
of workers (building, engineering, furniture, and printing and publish- 
ing) and the price data are limited to certain articles of food and to 
rent. Thus, the index numbers can be taken only as a very rough 
indication of the relative levels of real wages of adult male workers in 
certain occupations and cities. In many instances, however, the figures 
shown indicate such wide differences between cities that they may be 
accepted as reflecting real differences in the level of well-being of the 
workers in different countries. n 
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TABLE 10 1 

Index Numbers of Comparative Real Wages in Various Cities, 
October 1 , 1926 


[London, October 1, 1926 = 100] 


City 

General Average 
Index Numbers 

City 

General Average 
Index Numbers 

Based 
on Food 
Only 

With 
Allow- 
ance 
for Rent 

Based 
on Food 
Only 

W ith 
Allow- 
ance 
for Rent 

Philadelphia 

183 

183 

Warsaw 3 

55 

56 

Ottawa . . . 

159 

157 

Prague . . 

50 

53 

Sydney 

137 

137 

Riga .... 

50 

53 

Copenhagen . . 

125 

125 

Lodz 

49 

54 

Dublin . 

100 

109 

Rome 4 

46 

48 

London 

100 

100 

Brussels . . 

44 

47 

Amsterdam . 

96 

96 

Vienna . . 

44 

50 

Stockholm 2 . . 

92 

90 

Tallinn . . 

43 

44 

Oslo 

80 

82 

Lisbon 4 . 

32 


Berlin 

69 

63 





1 Bulletin, No, 439, p. 808. 

2 The figures are based on wages in the building, furniture-making, and 
printing industries only. For other cities the metal industry is also in- 
cluded. 

3 Based on a weighted average wage. For other cities an unweighted 
average has been used. 

4 The figures for Lisbon and Rome are relatively low. This may be 
accounted for in part by the differences in the items of food consumption 
in the southern European countries from those ordinarily consumed in 
most of the other countries included in the table. 

It will be noted that the American city in the list, Philadel- 
phia, showed a rate of 24 per cent above any other city, and 
that the second city is Ottawa, Canada, and the third, Sydney 
in Australia. The European cities, with the exception of Copen- 
hagen, Denmark, are credited with a wage far below the figure 
for Philadelphia. Rome, and Brussels, and Vienna, and Prague 
are shown to have a real wage level that is less than half that 
of London and only from one-third to one-fourth that of Phila- 
delphia. 
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The relation between the product of industry and real wages 
may be further analyzed by omitting the employer from analy- 
sis. Fundamentally, laborers hire each other. If each of the 
groups of wor^ clothing, shelter, furniture, 

etc., have a high productivi ty measured in goods, the exchang e 
of products will, obviously, give to each group a larger sum of 
goods than it could have if the output were less. 

The employer is, of course, the central factor in the deter- 
mination of wage rates. Laborers may normally have em- 
ployment only when employers wish to employ them, and only 
at wages that the employer is willing to pay. But it must be 
appreciated that in a sense the various employers are agents 
for the various groups of the employees, and the earnings of 
one group are largely determined by the earnings of the others. 
This becomes clearer by noting the large proportion of the total 
economic income in the United States that is received in wages. 

The National Bureau of Economic Research has estimated 
that the amount paid out to hired laborers in 1918 was 54 per 
cent of the net value product of all industry, and that this share 
had not fluctuated more than 2 per cent during the previous 
nine years. The net value product in every case was determined 
by deducting the cost of raw materials and other expenses 
from the selling price of the product. It will be noted that this 
reference is to hired laborers and thus that the figure given does 
not include the return from the labor service of farmers, 
manufacturers, shopkeepers, and others who were working for 
themselves. If the wages of these groups were included, the 
proportion attributed to wages would be appreciably aug- 
mented. In agriculture, for example, the wages paid out 
represented only 10 per cent of the net product, as a large part 
of the farm labor is performed by farmers and their families. 

More significant data are found in the fields of manufacturing, 
mining, and transportation since the corporate form of organi- 
zation prevails in these fields and this makes the ascertainment 
of actual wages highly exact, for there are but relatively few 
self-employed persons in these groups. In these fields, wages, 
including so-called salaries, represented 77.3 per cent of the 
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net value product in 1918, and rent, interest and dividends 
22.7 per cent. From 1909 to 1918 the amount represented by 
wages in these three lines of industry was over 70 per cent of 
the net value product in six of the ten years. The lowest point 
was reached in 1916 when wages equalled 66.7 per cent of the 
net value product. 

Quite necessarily, therefore, the wages that any one group 
can command will be determined to a considerable degree by 
the wages that the general group of laborers receive. In other 
words, the wages that any employer can pay and, as well, in 
most lines of industry, the profits that he can make from the 
sale of his product, depend, to a considerable extent, upon the 
general rate of wages that are paid throughout the economic 
system. Of course, in the case of any particular employer, it is ad- 
vantageous to pay the lowest wages possible for a given amount 
of work, but it is certainly to his advantage to have other em- 
ployers pay high wages in order that the demand for his products 
may be thereby increased, unless, of course, he should be en- 
gaged in one of the few lines of production for which the market 
is found exclusively among the upper economic class, and even 
then his market might be improved indirectly if wages were high. 

The relation between prosperity and the demand for labor 
which has just been indicated helps to explain the effect of 
mechanical improvements upon wage levels. Laborers often 
oppose the introduction of labor-saving machinery on the 
ground that it will reduce the possible field of employment. 
This may very well be true over a short period of time, as was 
explained in an earlier chapter. However, the saving effected 
by such machinery will necessarily give to the producers, or 
the consumers, of the good in question a larger fund of buying 
power than they would otherwise possess. This will be expended, 
in part at least, in the purchase of products which labor will be 
called upon to produce. Thus not only may unemployment 
not be expected to follow the introduction of machinery, but 
the rate of wages, measured in terms of goods purchased with 
the money wages, will be augmented if industrial equipment 
increases the efficiency of industry. Clearly, as the volume of 
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product is increased, a larger quotient per capita is available 
to the people of a nation. To be sure, the other income re- 
ceivers in an industrial society may gain in such a case at the 
expense of the labor group, but since laborers normally receive 
approximately three-fourths of the total social income in this 
country, it is almost inevitable that a gain in productive ef- 
ficiency will benefit this group to some degree. This discussion 
will be continued in the following chapter. 

PROBLEMS AND EXERCISES 

173. “The wage of any class of labor is set, as is the price of wheat, 
at a point that will just clear the market.” Is this true? Discuss. 

174. Draw a supply and demand curve to show that the wages of 
machinists will be $7 per day and also that some employers would be 
willing to pay as much as $10 per day. 

175. Illustrate the term “discounted marginal product” by refer- 
ence to the wages that farmers can afford to pay during the corn 
planting season. 

176. (a) Give an original illustration to show that an employer in 
certain cases cannot determine the productivity of his different laborers. 

(b) Give another original illustration to show that an employer 
In certain cases can determine the productivity of his laborers. 

177. “ There is not a delicate balancing in the labor market. Custom 
is especially strong here.” Do you agree? Discuss, giving illustrations. 

178. Show how it comes about that wages in the different branches 
of the building trades tend to be approximately the same. 

179. Illustrate the elasticity of the demand for labor by citing two 
kinds of labor service for which the demand of one is more elastic 
than is the demand for the other. 

180. Give illustrations of the points made in the text relative to 
the supply of labor in different wage groups. 

181. How do you account in terms of population for the difference 
In real wages in the various cities of the world as indicated in table 10? 

182. “ High wages in one group lead to high wages in other groups.” 
Discuss pro or con. 
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WAGES {Continued) 

Trends in Productivity and Wages. — In the preceding 
chapter the relation between productivity and wages was em- 
phasized. It is interesting, in connection with that analysis, 
to note the finding of the United States Bureau of Labor Statis- 
tics in regard to the changes in efficiency in American industry 
during the past three decades. The productivity indexes for 
eleven industries are shown in the table below. Concerning 
the terminology used in connection with the table the Bureau 
says: 

“The ‘productivity’ of labor must be clearly differentiated from the 
‘efficiency’ of labor, or from any term which is narrowed down to 
express only the output due to the ability and willing cooperation of 
the workers themselves. It is of the utmost importance that these 
two ideas be kept clearly distinct. The notion of labor productivity 
contains no implication as to the causes of the large or small output; 
the laborer is simply used as the unit of measurement in expressing 
the technical progress or decline in an industry over a period of time, 
regardless of whether the changes in output were due to new ma- 
chinery, managerial skill, or better work by the employees.” 1 

It will be noted that the gain in efficiency in the making of 
rubber tires is shown to have been greater than that which took 
place in any of the other industries. The increase here was 211 
per cent. The boot and shoe industry shows the least increase 
of efficiency of the entire list. The index of efficiency for this 
industry in 1925 was only 6 per cent above that of 1899. With 
the exception of the boot and shoe industry, it will be observed 
that not one of the other ten industries shows a gain in efficiency 
of less than 26 per cent between 1914 and 1925. 

In the same bulletin, 2 the Bureau gives the results of a 

1 Bulletin No. 439, p. 527. 
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study of the production of cotton cloth in a New England 
cotton mill for which records have been kept over a long period 
of years. The number of pounds of sheeting produced per man- 
hour was shown to be as follows for the years indicated. In 

TABLE 11 

Indexes of Productivity of Labor in 11 Industries 1 
[1914 = 100] 


Year 

j Iron and steel 

Boots 

and 

shoes 

Leath- 
er tan- 
ning 

Slaugh- 

tering 

and 

meat 

pack- 

ing 

Petro- 

leum 

refin- 

ing 

Paper 

and 

pulp 

Cement 

manu- 

fac- 
\ t unrig 

Auto- 

mo- 

biles 

Rub- 

ber 

tires 

Flour 

mill- 

ing 

Cane- 

sugar 

refin- 

ing 

I ndus- 
try 

as a 

whole 

Blast 

fur- 

naces 

Steel 

works 

and 

rolling 

mills 

1899 

60 

44 

63 

100 

93 


62 







1904 

69 

59 

71 

108 

92 


57 

S2 


40 


94 


1909 

100 

80 

104 

100 

92 

115 

117 

95 


36 


93 


1914 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

1915 

120 













1916 

124 









120 




1917 

109 







101 


133 




1918 

103 




9S 



101 


90 2 



. . . 

1919 

100 

96 

101 

105 

101 

93 

92 

104 

103 

136 

130 

96 

79 

1920 

115 




99 ! 



102 


150 




1921 

94 

110 

92 

115 | 

126 ! 

119 

111 

94 

124 

193 

190 

ns 

82 

1922 

136 



116 

130 

125 

120 

118 


249 




1923 

139 

154 

137 

107 

134 

12S 

135 

116 

132 

270 

266 

128 

102 

1924 

137 



107 

131 

129 

163 

128 

143 

262 

301 


114 

1925 

| 159 


159 3 

106 

126 

127 

1S3 

134 

161 

272 

311 

136 

128 


1 Ibid p. 545. 

2 This figure is not representative of productivity in the automobile 
industry in 1918 because of the fact that the government, for war pur- 
poses, placed a restriction on the number of cars which could be produced. 
In addition, many manufacturers were extensively engaged in executing 
war orders. 

3 Estimated. For details, see December, 1926, issue of the Labor 
Review , pp. 31, 32. 


1838, 0.98 pound; in 1850, 1.21 pounds; in 1890, 3.31 pounds; 
in 1919, 4.98 pounds; and in 1925, 7.53 pounds. The marked 
increase in output in 1925, as compared with 1919, is to be 
accounted for by the construction of a new plant that is equipped 
with the latest machinery available. This affords a striking 
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illustration of the increased efficiency made possible in the 
cotton industry by the improvements which have recently been 
made in machine technique. If all of the mills could be equipped 
with modern machinery, the increase in output would be very 
marked indeed. This increase in efficiency in the manufactur- 
ing of sheeting is perhaps somewhat comparable to the increase 
which has taken place in many individual plants in various 
lines of industry, and has made possible the average gain in 
output that is indicated in the above table. 

The analysis above was to the effect that we should expect 
that an increase in the efficiency of our industrial processes 
would result in an increase in wages. It is interesting to note 
the changes which have taken place since 1913 in money wages, 
and also in real wages in American industry. The following 
chart is taken from the bulletin of the United States Bureau of 
Labor Statistics from which several quotations have already 
been made. 



Chart XIV. Union Wages, Cost of Living, and Full-Time Hours 
per Week, 1913-1926. Ibid., p. 705. 

This chart applies to the following groups of labor: the build- 
ing tra<J§S4- chauffeurs, Teamsters and drivers; granite and stone 
cutters; laundry workers; linemen; longshoremen; the print- 
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ing and publishing trades; and street railway motormen and 
conductors. It is to be noted that wages advanced steadily 
from 1913 until 1921, and fell from 1921 to 1922, but after that 
date advanced again. In 1926 the union rates per hour were 
two and one-half times as high as they were in 1913. The cost 
of living curve in the chart, in relation to the wage curve, 
indicates the changes in real wages since 1913. Until 1920 the 
cost of living advanced more rapidly than did wages. This 
means that real wages fell during this period. But since 1920 
the cost of living line has been below the lino of wages on the 
basis of equality in 1913. The cost of living curve has followed 
a relatively straight line since 1922, during which time wages 
per hour have been advancing. This means that real wages 
have been increasing during this period. The average rate of 
wages per hour for all of these trades is given as $1,148 in 
May, 1926. The chart also shows that the hours to be regarded 
as a full-time week have decreased during this period. 

The changes in the rates of union wages per hour in the build- 
ing trades are given by the Bureau in the following table: 

TABLE 12 1 

Index Numbers of Union Rates of Wages per Hour in the 
Building Trades 
[1913 = 100] 


Year 

I ndex 
Numbers 

Year 

Index 

Numbers 

1913 

100 

1920 

197 

1914 

102 

1921 

200 

1915 

103 

1922 

187 

1916 

106 

1923 

207 

1917 

113 

1924 

224 

1918 

126 

1925 

233 

1919.... 

145 

1926 

24S 


This shows the average rate of union wages in the building 
trades in 1926 to have been 24 per cent above the rate for 1921, 
anTalmnst^ 

i F. 710. 
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The Bureau's study includes many other branches of labor, 
and in almost every case marked increases in wages are in- 
dicated. Farm wage rates are shown to have risen less than 
100 per cent from 1913 to 1926. The index number for the 
latter year is 171. Wages in sawmills are given as 168 in 1925 
on the basis of 100 in 1913, but the other data all show an in- 
crease of over 100 per cent during this period. In the men's 
clothing industry, the earnings per hour are given as almost 
three times as high in 1924-1926 as in 1913. Workers in the 
woolen and worsted goods industry are credited with earnings 
per hour of 242 in 1926 on the basis of 100 in 1913. In 1920 
the index number was 304. The slaughtering and meat packing 
industry is shown to have almost doubled the wage rates be- 
tween 1917 and 1925. 

Wages in terms of dollars are still low, however, despite the 
increases that have been made. The average earnings per hour 
in the men's clothing industry is put at $0.75 for 1926 and the 
average full-time weekly earnings at $33.23. In the woolen 
and worsted industry the corresponding figures are $0,491 and 
$24.21 respectively. The wages in slaughtering and meat pack- 
ing are given as practically the same as those for the woolen 
and worsted industry. The average hourly rate in the building 
trades is given as $1,278 for May, 1926. 

Stability of Wages as Compared with the Price of Com- 
modities. — The nature of the wage bargain may be further 
indicated by noting the stability of wages as compared with the 
prices of commodities. It is invariably found that in a period 
of rising prices wage changes do not keep pace with the changes 
in commodity prices, and likewise, that in a period in which 
commodity prices are falling, wages tend to fall much less rap- 
idly than do the prices of commodities. In a period of rising 
prices real wages thus tend to fall, whereas in a period of fall- 
ing prices, real wages tend to increase. But, of course, labor- 
ers as a group may not gain in a period of falling prices as many 
persons are usually unemployed during such a time. 

Why is it that wage movements lag behind the movements 
of commodity prices in a period of rising prices? There are 
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several factors that may be noted by way of answering this 
question. In the first place, what may be called a reserve supply 
of labor tends to prevent wages from rising as do other prices 
in a period of prosperity. When prices are rising employers are 
anxious to extend the scale oftheirop^ to 

increased bidding for materials and for money funds, and tends 
to still further raise the level of prices. The increase in the 
scale of business operations also leads to a demand for more 
laborers, but there is normally a reserve supply of labor that 
makes it possible for employers to get more labor service with- 
out increasing the rate of wages. The offer of increased op- 
portunities for employment may result, first, in securing the 
services of persons who are unemployed or employed for only 
part time. Second, the laborers already employed may work 
“overtime” and thus reduce the demand for additional laborers. 
Third, if wage rates are later raised somewhat, this may call 
into employment many persons who at the lower rates did not 
wish to go into industry. Women engaged at housekeeping may 
thus appreciably increase the number of laborers. Thus the 
possibility of increasing the number of workers and the length 
of the working day operates to prevent wages from being in- 
creased as much during a period of rising prices as they would 
be if all persons were fully employed at the time that prices 
began to rise. For, such a condition of employment would 
mean that particular employers could get additional labor 
service only by bidding laborers away from other employers. 

In the second place, after the reserve supply of labor has been 
given employment, the further rise of prices will tend to cause 
certain employers to raise their wage rates in order to attract 
laborers away from other employers, just as they bid up the prices 
of materials and the interest rate on money funds in order to get 
what they need in a market that is not adequate to supply all. 
In the case of labor, however, there is usually an attempt made^ 
by the employers of any city or industrial district to curtail 
bidding against each other. There are many devices by which 
this is accomplished. An employer who pays unduly high! 
wages is looked at askance by his fellow employers. He is re-1 
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garded as an unworthy member of the employer group because 
he is “ spoiling the labor market.” But employers often go 
further than simply subjecting recalcitrant members to a feeling 
of social displeasure. They may, for example, mutually agree 
that no one is to employ a person who is already at work for 
one of the other members. Any restriction of this sort neces- 
sarily operates to prevent wages from rising as rapidly as they 
otherwise would. 

In the third place, the employers of one district through the 
control of advertisements in local papers, may prevent the 
employers in other districts from enticing away their laborers 
or forcing them to pay more in order to hold them. Then too, 
of course, the fact that labor is on the whole very immobile 
tends to prevent laborers from effectively playing off the em- 
ployers of one district against the employers of other districts. 

In the fourth place, laborers ar.eunot skilled bargainers. T heir 
knowledge of general industrial conditions, and of what em- 
ployers can afford to pay is usiiah v^mLjiieagnr. In contrast 
to this, the person who is selling raw material to a manufacturer 
is normally as skilled a bargainer as is the manufacturer. Fur- 
ther, a raw material dealer can force the employers of one dis- 
trict to compete against the employers of another district, 
since he may ship his products to one as easily as to the other. 
Moreover, if he does not sell a given quantity of material on 
one day, he will have it on hand to dispose of the following 
day, while failure to sell one’s labor for one day does not leave 
that service to be disposed of later. 

A fifth element in this matter is that the contract with labor- 
ers usually runs for an indefinite time, save in certain union 
shops, and even there the contracts are normally for a period 
of one or more years. As a result of this, laborers are not con- 
stantly confronted with opportunities to increase the wage 
rates. Sellers of material, however, quote prices day by day, 
and, thus, as prices rise, and as the competition of buyers be- 
comes more keen, sellers of raw material may take advantage 
of the opportunity to increase the quoted prices. 

This analysis applies especially to periods in which prices 
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rise rapidly. It is less true of periods in which prices are rising 
slowly, but it is applicable even then. 

In a period of falling prices, as has already been indicated, 
wages change much less rapidly than do commodity prices. 
The most important reason for this is the fact which has been 
discussed above, that laborers hold very tenaciously to wage 
scales to which they have become accustomed. A second in- 
fluence which operates to maintain wages is a feeling on the part 
of some employers that a certain rate of wages is right and proper 
and that a lower wage would not permit workers to live as they 
should. Further, certain employers may reach the conclusion 
that wage cuts will incur the ill will of employees, foster strikes 
and thus carry still farther the disorganization of industry, 
which we may assume has already resulted if prices are falling 
rapidly. And, as a corollary to this, far-sighted employers may 
see in the stabilization of wages at the prevailing level a means 
of promoting a sufficient demand for goods on the part of 
laborers to check the fall in commodity prices, and thus pro- 
mote prosperous business conditions. Such employers may 
occupy a dominant position among their fellows and, accordingly, 
may influence them to accept the prevailing rate of wages. 
While there are, of course, exceptional cases, most employers 
are anxious to conform to the group judgment of their fellow 
employers. And this, to repeat, may be in favor of a liberal 
wage policy. 

The Wage Policies of Certain Employers. — Some employers 
do not follow a policy of hard bargaining with their employees. 
Many of them are undoubtedly genuinely unselfish in this. 
Others may reason that since better service will be given by 
employees if they believe themselves to be well treated, a 
liberal wage may give the employer more service for his money 
than would a low wage. Liberality in wage policy is indicated 
not only by paying high wages, but also by increasing wages with 
length of service, by giving holidays and vacations with pay, 
by retaining employees when the plant is not running to full 
capacity, and by voluntarily adjusting wages to an increase in 
the cost of living. 
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In addition to contributing to the morale of employees, a 
liberal wage policy may lower the wage cost of an employer in 
another way. Such a policy, especially if the rate paid is high, 
tends to attract to a given employer a large number of applicants 
and this permits him to select those that are especially capable. 
As a result, the wage expense to the firm may be considerably 
less than if lower wages were paid. This has long been the 
policy followed by the Ford Motor Company. 

Some employers as indicated in the preceding section follow 
a labor policy that is far less commendable than the ones to 
which reference has just been made. Through agreements and 
understandings with one another, employers in one district 
may greatly curtail competition with each other to the disad- 
vantage of the laborer. 

Trade Unionism and Wages. — In order that they may se- 
cure higher wages than would otherwise be possible, and also 
for other reasons, many labor groups organize themselves into 
unions, as was developed in a preceding chapter. The union 
is effective in raising wages, or in preventing given rates from 
being lowered, for several reasons. First, competitive bidding 
among the members tends to be reduced, or eliminated. Defi- 
nite rates are agreed upon by the union and each member 
pledges himself not to accept work below such rates. Anyone 
who does so, whether within the union or not, is held in great 
contempt by the union members and their sympathizers. He 
is a “scab.” Such an attitude very obviously reduces compet- 
dtive bidding. This may mean that persons who prefer to work 
at a given task cannot find employment in it, because at the 
given rates employers may not be able to extend their scale of 
operations, since to do so would mean an enlargement of out- 
put and a consequent lowering of price below the point that 
permits profits to be made at the present rate of wages. That 
is, what happens in such a case is that the supply of laborers 
who work at such a task is less than it would otherwise be, and 
the wage is correspondingly higher. 

Such a result may also be accomplished by maintaining a 
closed union, that is, by not admitting all applicants to member- 
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ship. But this method of restricting the supply of workers in a 
given group is not commonly practiced, as it usually cannot be 
made effective, since in most cases, excluded applicants cannot 
be prevented by the union from working at the trade in ques- 
tion. But whether by exclusion or by obtaining common con- 
sent as to the justness of a given wage, the union is effective in 
raising wages if it can reduce the supply in a given line of work 
below the point that would otherwise prevail. 

The union organization may also be effective in other ways 
in securing high wages for the members of the union. Through 
organization, laborers tend to become wage-conscious; they 
become interested in getting more; they come to have the point 
of view of the business man. As a result they press for wage 
increases and resist wage cuts. Further, the union organization 
is able to employ skilled bargainers to represent the members 
in dealing with the employers. Such men being anxious to 
retain their positions are usually alert to every opportunity to 
advance wages. The union leaders may also be able at times 
to suggest to the employers means of so increasing the efficiency 
of the industry that an increase in wages is made possible. 
Then, too, the union organization by means of the strike — by 
all the members quitting work — may be able to get a wage 
rate that could not otherwise be secured. 

The union organization is not only able thus to influence the 
rate of wages for the group concerned, but is also able to affect 
favorably other aspects of the wage contract. The number of 
hours of work per day, or per week, and the general conditions 
under which work is carried on are normally specified in the 
bargain which the union makes with the employer. 

There is another way in which the trade unions may have a 
very appreciable effect upon wage payments considered as a 
whole. The force of competition among employers tends to 
result, as was emphasized in the preceding chapter, in equaliz- 
ing wages in different establishments and among different em- 
ployers. This tendency, however, may not actually be realized. 
The degree of efficiency achieved by different plants and the 
wages paid therein may continue to be very different in dif- 
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ferent establishments. Data compiled by the United States 
Bureau of Labor Statistics shows that this is the case. A recent 
investigation shows that in the manufacture of common brick, 
one plant had an output of 17,730 bricks per man-hour while 
another plant had an output of only 3930 bricks per man- 
hour. 1 

Similar data for other industries show marked differences in 
different plants. One reason that differences in efficiency can 
be so marked is that the less efficiently conducted plants pay 
very low wages. Trade unionism tends to make it impossible 
for such conditions to prevail. They normally insist that the 
same wage rates shall be paid by different employers. This is 
known as the “ common rule.” Where this policy is applied, 
the wage rates in the least efficient plants obviously become 
equal to the wage rates in the most efficiently conducted es- 
tablishments. The result of this is that the plants that are 
not conducted efficiently are thus put under pressure to make 
their establishments efficient. This policy of the trade unionists 
is undoubtedly far more effective than is the general force of 
competition in forcing the employers whose shops are inefficient 
to adopt the most approved methods of production. 

The power of the union in the wage bargain, although rtf is 
considerable, is effective only within rather narrow limits. 
That is, the union is not normally able to get a scale of wages 
that is much above the rate that would otherwise prevail. The 
limitation upon the ability of employers to pay, and the in- 
clination of laborers outside the union to work for less than 
union rates rather than accept still lower wages elsewhere, tend 
to keep the wage rate for any grade of union labor somewhere 
near the rate that would be set in the absence of the union. 

Minimum Wage Legislation. In Chapter XLIXXit was pointed 
out that some fifteen of our states have followed the precedent 
of England and Australia in enacting legislation which provides 
for the determination by a public authority of the minimum 
wage rates that employers may pay in specified fields. These 
laws have been applicable in practically every case only to 
1 Bulletin No. 439, p. 535. 
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the wages of women. It was also noted, in the chapter referred 
to, that these laws have been made ineffective by the conclusion 
of the United States Supreme Court that such laws are contrary 
to the United States Constitution. The one exception to this 
is found in the legislation of Massachusetts. The law in that 
state is not compulsory and hence “property is not taken with- 
out due process of law.” 

The fact that compulsory minimum wage legislation is now 
under the judicial ban in the United States does not, of course, 
dispose of the question. The merit of such legislation is still 
a matter of great importance. One of the arguments that was 
early advanced in regard to legislation of this sort was to the 
effect that the requirement of a certain minimum wage would 
result in unemployment. It was argued that since the play of 
the competitive forces results in marginal employers’ paying 
as high wages as they can pay, the insistence that wage rates 
must be raised would necessarily result in unemployment. At 
first thought this argument appears to have great validity. 

Certainly, if the forces of competition have in any instance 
led the marginal employers to pay all that they can afford to 
pay for a given grade of labor, then the wage rate cannot be 
raised without throwing at least some of the laborers concerned 
out of work. But under the operation of these laws, both here 
and abroad, unemployment has not resulted as wages have been 
raised. There are several conditions that may account for this. 
First, the lack of competitive bidding among employers and 
the failure of the employees to demand higher wages, may keep 
wages below the point that employers could easily afford to 
pay. Second, the low wages paid may be all that marginal 
employers can pay, or all that each employer can pay for his 
full quota of employees, in view of the efficiency of the em- 
ployees; but an increase in the wage may increase the efficiency 
of the employees. By permitting them to live better — to 
have better food, clothing, and living quarters — the increased 
wage may so augment their efficiency that they are worth more 
to the employer. And in the third place, the higher wage set 
by legal authority may stimulate the employer to study his 
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methods of operation, and so improve the conditions of 
work that the employees will be able to produce more than 
formerly. 

It has also been argued in respect to minimum wage legis- 
lation that the minimum rate specified by law would come to 
be the maximum rate paid by the various employers. The 
experience of the states where such laws have been in force for 
a considerable period of years shows that this argument is not 
valid. The minimum rates in such states have not become the 
maximum ones. 

But as in the case of trade unions, minimum wage regulations 
are operative only within certain limits. Wages for any group 
cannot rise much above the wages received for similar groups 
and the laboring class as a whole is strictly limited in wages 
by the total economic output of the society. Clearly a legal 
provision to the effect that no employer could pay less than, 
say, five dollars per day, could not be maintained. American 
industry at its present state of efficiency does not at all warrant 
such a wage payment. The minimum wage laws have been 
successful in their application in the United States because of 
the restraint of the boards in prescribing wages. The rates for 
the most part have been those that the best employers were 
already paying, and thus those that the industry could afford 
to pay. Indeed the general results which have attended these 
laws in the United States make it very regrettable that the 
United States Supreme Court has seen fit to hold that such 
legislation is contrary to the United States Constitution. 

One argument is frequently used by the proponents of 
minimum wage legislation to which attention should be called. 
It is frequently argued that the industries that pay very low 
rates of wages are parasitic and therefore should be exterminated. 
The contention is that since such industries do not pay a living 
wage the workers therein must receive support from other in- 
dustries. This support is received by these low paid workers 
through the contributions of members of their families who are 
engaged in other industries. Hence the charge is that the in- 
dustries paying low wages are parasitic and should be forced out 
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of existence through a legal requirement that wages should be 
raised. This argument is not valid. 

Clearly it is in the social interest to have the inefficient indus- 
tries displaced by more efficient ones. If the requirement that 
a living wage shall be paid will result in causing labor and ma- 
terials to be transferred from less efficient to more efficient in- 
dustries, a social gain will have been made. Such a transfer of 
labor and materials is that which the forces of competition are 
always tending to bring about. But this analysis, it should be 
noted, is in terms of less efficient and more efficient industries. 
It is not to the effect that an industry that does not pay 
what is regarded as a living wage should because of this fact 
be exterminated. If there is a group of laborers who cannot 
earn enough to provide support for themselves, it is certainly 
in the social interest that they be permitted to earn what they 
can. An industry that would make it possible for them to do 
this could not properly be regarded as subversive of the social 
interest. It could not properly be called a parasitic industry — 
meaning by that term one that should not be permitted to exist. 

Wage Adjustments to American Standards of Living. — In 
the case of wage disputes, especially when they become serious 
enough to attract public attention, as in the case of strikes, a 
great deal is usually said about the advisability of a “ living 
wage.” Public arbitration boards that are pro vided m such 
cases often accept the t( living wage” principle and insist that 
the employers pay a wage that will permit an American standard 
of living. This means that the industry in question is asked 
to pay a wage comparable to the rates that are paid by other 
industries. For, what is meant as an American standard of 
living is merely the customary standard — the standard that 
the prevailing rate of wages makes possible. Since the com- 
petitive forces — among employers and among employees — 
tend to bring about a uniform rate, such a public decree means 
that the rate is set that the play of economic forces is tending 
to establish. The action of the board speeds up the evolutionary 
forces. 

Such a wage would normally be above the capacity of certain 
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employers to pay, and as a result some employees would have 
to seek work elsewhere. This would mean that the low wages 
had been due to the overcrowding of this industry as compared 
with other industries; that the total output in this line of work 
was such that the price of the product was necessarily low as 
compared with the prices of other products. Hence employers 
could not pay normal wages. The competitive forces, as stated 
above, would tend to correct this situation by the transference 
of some of the business firms and employees to other lines of 
work. To insist then that the industry in question pay a living 
wage is to hasten the establishment of that condition which 
competitive forces are tending to bring about. 

This analysis in terms of tendencies calls for a word of caution. 
A government policy is not to be justified because it is in line 
with a tendency. The things that tend to come about are not 
necessarily desirable. Indeed, the tendencies of life are many. 
While there is a tendency for unusually low wages in one line 
of work to be raised, there is also a tendency for them to per- 
sist. If this were not true, interference by minimum wage 
boards or by boards of arbitration, in case of a strike, would 
not be necessary. Hence, such interference is in opposition to 
one tendency albeit it is in line with another. 

The competitive tendency in relation to government regu- 
lation has been emphasized first, to point out the fact that such 
wage adjustments are in line with the operation of competitive 
forces, and, second, that since this is true, it must follow that 
the higher wages can be paid. 

Free Income. In all modem communities the wages of 
laborers are supplemented by what may properly be called 
free income. This includes forms of economic income that are 
furnished without cha rge, o r at but little cost, toth^poorer 
^^^..^p^lic gc k QC g ec [ uca tion, free parks, libraries, r oadways , 
and other forms of economic ser™ the 

state, constitute free income to those who contribute nothing or 
but little in the form of taxation. Various forms of social 
insurance, the cost of which does not fall entirely upon the 
persons who benefit therefrom, are also to be included in this 
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category. The amount of free income to the persons in the 
lower economic divisions has been considerably extended during 
the past few decades. In terms of real wages, this amounts to 
a very considerable gain to the wage-earning groups. 

The Control of Wages. The fundamental principle in regard 
to the establishment of wages may be expressed in terms of 
supply and demand, as was don e in the pre ceding ch apter. On 
the basis of this principle it is frequently asserted that wages 
are not subject to control. It is argued that the law of supply 
and demand must not be interfered with by legislative control 
nor by forms of control exercised by the two parties to the wage 
contract. It will be appreciated that this is part of the idea 
that has been referred to in previous chapters to the effect 
that economic laws are natural laws and are therefore sacrosanct. 
This position, as previously noted, is invalid. Economic laws 
are s ubject to control Certainly so far as the wage bargain is 
concerned, most of the topics which have been discussed in this 
chapter have to do with the control of wages. The formation of 
an employers’ association amounts to an attempt to control 
the demand s ide of the labor market . Similarly, the aim of 
t he trade union is to exercise control over the supply side of th e 
market. Such control on the part of either employers or em- 
ployees does not mean that the law of supply and demand is 
discarded. It merely means that a wage is set that would not 
have been set if the demand or the supply had not been con- 
sciously controlled. Similarly, minimum wage legislation is a 
form of control. Wage earners especially need to appreciate 
the importance of control over the wage bargain in order that 
they may secure for themselves as much as it is possible for 
them to get as a result of the wage bargain, and from the 
point of view of citizenship it is desirable that the possibilities, 
and also the limits, of control over this aspect of our economic 
life shall be appreciated. This is in line with the point that 
has been made at several places in the preceding chapters ter 
the effect that one of the major problems in citizenship is that 
of controlling the economic forces to the end that the socie ty 
shall be made to correspond as far as possible to the ideal . 


394 


DISTRIBUTION OF WEALTH 


PROBLEMS AND EXERCISES 

183* Account for the fact that the gain in efficiency in the pro- 
duction of rubber tires and automobiles is so much in excess of that 
which has taken place in the boot and shoe industry during the past 
twenty-five years. 

184. a. [In Chart XIV explain the difference between the curves, 
wages per hour and full time wages per week. 

6. The curve at the bottom of Chart XIV is in line with conclusions 
made in an earlier chapter. Explain. 

185. Interpret the chart in connection with the point made in this 

chapter relative to the effect of a rising price level on real wages. The 
same for a falling price level. Refer to preceding chapters for data 
regarding the changes in price level during this period. Give original 
illustrations of the points made relative to the stability of wages as 
compared with prices. f 

186. Explain the wage policies of employers as you have observed 
them. 

187. Are there any social disadvantages to the “ common rule” de- 
vice of trade unions (that all workers be paid the same rate) ? 

188. What was the case in which the United States Supreme Court 
held minimum wage legislation invalid? See Chapter XLIII. * 

189. What is meant by a living wage? 

190. Indicate forms of free income other than those that are men- 
tioned in the text. 

191. a The law of supply and demand cannot be repealed by 
statute.” What is the implication of this statement? Discuss the 
validity of the statement. 
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INTEREST 

The Nature of Interest. — The paying of interest is a common 
phenomenon. One person borrows money from another and 
pays back not only the sum borrowed, but an additional 
amount as interest. Interest also appears in the granting of 
credit, and in the pricing of goods, as will be developed presently, 
but the dominant case of interest is in the loaning of money. In- 
terest is always expressed in terms of a percentage of the sum 
loaned, and, unless otherwise specified, on the basis of a loan 
for one year. Thus interest at 6 per cent means that the charge 
for borrowing one hundred dollars for one year is six dollars. 

It is reasonable to believe that in the economic development 
of men, the loaning of money followed very closely upon the 
beginning of its use. Nothing seems more logical than that, 
with money available, some persons should wish to borrow from 
others. And the reluctance to give without getting, as well as 
the competing demands of borrowers, may be expected to have 
very early led to a charge for such loans. The interest bar- 
gain is indeed as natural in the economic life of men as is the 
wage bargain. Both, of course, depend upon the private owner- 
ship of property and the existence of exchange relations. Also, 
both depend, as does all exchange, upon the existence of dif- 
ferences among men in regard to their circumstances, desires, 
or abilities. 

The Prevalence of Loans. — The extent to which borrowing 
and lending take place to-day is almost incredible. The typical 
business firm is a heavy borrower. It has outstanding bonds 
which represent money borrowed from the general public anlf 
it owes notes at the bank fortnone/B$>rowed there and, indeed, 
issues of stock are often in effect devices for borrowing money. 
While caution must be exercised not to become too heavily in- 
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volved in debt, most firms tend to borrow up to the margin of 
safety. Likewise the man who is in business for himself tends to 
borrow all that is safe for him to undertake to pay. Indeed, to 
borrow money at one rate of interest and make a higher rate in 
using it is the principal road to fortune, and the shrewd business 
man is not unaware of this. On the other hand, large num- 
bers of persons are lenders. Professional men and employees 
do not have opportunity to use their money in business. If 
they are not to spend all that they get, they must loan to those 
who are in business. Further, of course, banks are special 
lending agents. They reloan the money which they borrow 
from cash depositors, and also, on the basis of their credit, 
they loan large sums of money in the form of checking accounts. 

Borrowing and lending are so much a part of the fabric of our 
present day economic life that it is hard for us to realize that 
the words of Polonius to Laertes, “Neither a borrower nor a 
lender be/’ were words of wisdom in Shakespeare’s time. The 
point is, of course, that the large scale enterprise of to-day is 
dependent upon borrowing and lending. For, since the large 
establishment involves a concentration of control in the hands 
of a relatively few men, (1) it is necessary for a few to borrow, 
or for the corporation to borrow, in order to get enough money 
to conduct the large enterprise, and (2) it is necessary for many 
persons to lend as the opportunities for using small sums of 
money in small scale enterprises are greatly reduced as a result 
of large scale industry. In short, an increase in the number of 
employees — a reduction in the number of independent business 
men — leads inevitably to an increase in the amount of lending 
and a reduction in the extent to which money is employed by 
the owners thereof. Thus it has come about that it is no longer 
true, to continue the quotation from Shakespeare, that 
. loan oft loses both itself and friend 
And borrowing dulls the edge of husbandry.” 

In this day, loans are not only impersonal but are normally safe 
and a source of income, and, also, borrowing sharpens and ex- 
tends the edge of business enterprise. 

Interest Payments and Prices. — The extensive borrowing of 
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money has made the item of interest an important fact in our 
economic life. There are indeed but few exchange relations 
that do not involve a rate of interest. Or, to state this differ- 
ently, aj jnost all prices have within them an e lement of interest. 
A person who goes into business and borrows money must, of 
course, pay interest to the lender, and to the extent that he 
uses his own money, he forgoes the interest which he might re- 
ceive if he loaned his money to others. Thus if a business man 
is not to lose money, or in case he is a heavy borrower, if he is 
to stay out of bankruptcy, he must set such prices upon the 
goods or services that he sells that he can recover the interest 
charge on the money which he employs. 

There are, however, marked differences among industries in 
respect to the relative importance of the interest charge in the 
prices of the products. Suppose, for example, that a corpora- 
tion should be formed for the purpose of buying land and setting 
out trees with a view to selling the full grown trees as lumber, 
some thirty or forty years later. The expenses in such a case 
would be made up almost exclusively of the interest charge upon 
the money invested at the beginning of this period. The price 
received for the lumber must be sufficient to cover the interest 
charge and other expenses if the corporation is not to lose money. 
And, normally, such prices could be set. Competition in this 
line of production would tend not to force price below such a 
point, nor permit it to rise much above it. Price in such a case 
would thus tend to be approximately a sum that corresponds to 
the interest involved. 

In the business of house painting, to cite another extreme 
case, the interest charge is a very minor item. The amount that 
is invested in ladders and brushes would yield, if loaned on 
the market, only a few dollars per year in interest, and the 
money spent for paint and paid out as wages would yield but 
little interest during the time that intervenes between such 
outgo and the receipt of payment for work done. Thus the 
prices which the competitive forces tend to set for house paint- 
ing contain only an insignificant item for interest. The principal 
charges are for wages and materials. 
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Most lines of enterprise lie between these two extremes. But 
of course, in so far as industries use extensive equipment the 
interest item is of considerable importance. Modem industry 
differs markedly from that of preceding times in this respect. 
In the manufacture of steel, for example, it is said to be nec- 
essary to make an investment of $10,000,000 in plant and equip- 
ment before beginning operations. This means that the interest 
item is a large factor in the price of steel, and, incidentally, it 
means that the management need be less concerned in regard 
to the wages paid to labor, than if the fixed investment were 
relatively less. 

In the field of merchandising, a great deal of attention is 
given to the interest factor in the cost of conducting business. 
This takes the form of concern in regard to the turnover of 
stock. If, for example, a merchant sells his entire stock on an 
average of twelve times per year, the expense in interest for 
each article sold will be only one-twelfth as much as if such a 
quantity of merchandise were sold upon an average only once 
per year. An increase in the rate of turnover thus reduces the 
importance of the interest item in the price of retail goods. 

Care must be taken not to assume a wrong relationship be- 
tween interest and price. Costs do .not give value . One may 
pay wages and interest and other costs and produce a product 
that cannot possibly be sold for enough to defray expenses: 
But in this way bankruptcy lies. To succeed in business, costs 
must be met in the prices that buyers will pay. This is ac- 
complished in any line of production by keeping the supply at 
a point that will permit a price high enough to meet the costs 
that are involved. Or stated differently, competitive activity 
in any line of business tends to be checked at a point that will 
permit the total output to be sold at a price that will equal cost. 
Interest is thus a factor in the determination of price by causing 
business men to restrict production in the various lines of enter- 
prise to a point that will permit the receipt of interest. 

Credit Sales. — Interest also appears as a special item in the 
prices of goods that are bought on credit. This is very apparent 
in transactions among business men, as a discount is almost in- 
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variably given for cash payments. The business man who has 
borrowed at the bank can save interest by prompt payment, and 
so can make a better price to his customers if payment is to 
be made at once. Or even if he has not borrowed, since he 
could loan money at interest, or use it profitably in his business, 
he can afford to sell at a lower price for cash than for future 
payment. Hence, a retail merchant must, in order to make 
enough money to permit him to stay in business, charge higher 
prices for his goods if he sells on credit than would be necessary 
if he sold for cash. Another statement of this is that if all 
persons were to pay cash for their purchases, the cost of mer- 
chandising would be reduced, and competition among merchants 
would lead to a lowering of price. There is another item in the 
case of sales on credit, and also in most loans, that is closely 
related to the interest charge; namely, the risk of loss from 
non-payment for goods that are sold on credit. This will be 
considered presently. 

The Price of Income-yielding Property. — Another case of 
interest is found in the selling price of certain types of property 
that yield a series of incomes. A parcel of land, for example, 
that yields $400 net income each year, and is expected to con- 
tinue to yield this sum, will be worth about $8000. This figure 
is derived by a process known as capitalization, which has been 
described in the chapters on price. The expected yearly incomes 
are discounted to find their present worth. This is a sum of 
money which, at the rate of interest which is yielded by property 
whose income is equally certain, would return an annual sum 
equal to the income in question. Thus $8000 at 5 per cent 
would give $400 income per year. With this rate of interest 
prevailing in the market for investments of a similar character, 
the forces of competition would not permit the price of this 
land to vary appreciably from $8000. The rate of interest is 
thus an indispensable item in arriving at the selling price of such 
property. 

Varying Rates of Interest. — As already suggested, there are 
many different rates of interest at any one time. United States 
Government bonds may sell for such a price that less than 4 per 
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cent income will be received by purchasers, and at the same time 
certain industrial bonds will be selling to net 5 per cent and 
others to net 9 per cent or more. And in the daily financial 
statements of the metropolitan banks perhaps six or seven dif- 
ferent rates of interest are quoted for various kinds of com- 
mercial paper. These differences are to be accounted for 
largely on the basis of the varying degrees of certainty as to 
the possibility of receiving payment. That is, the rates of 
interest in the different fields tend to vary according to the 
risk of loss. 

There is another item that is important in the case of banks 
and other lending institutions; namely, the expense of conduct- 
ing the business of making loans. Banks, for example, borrow 
money at one rate of interest and loan it at another. Clearly, 
if they are to meet the expenses of carrying on their business, 
the one rate must be less than the other. Perhaps, also, the 
matter of risk is a factor in making these two rates different, as 
depositors in banks may be subject to less risk of loss than are the 
banks in making loans. 

Gross Interest and Net Interest. — Economists often use the 
terms gross interest and net interest in discussing the varying 
rates of interest. Net interest means the rate that is paid for 
loans that are regarded as not involving any risk of loss, and 
that do not involve any expense to the lender. The term pure 
interest is sometimes used synonymously with net interest . The 
two concepts, gross and net interest, are very important In 
the study of interest. But it Js with -srosaiiitfiiBst.. — the rates 
actually paid. — that we are mainly concerned. 

■ The net rate is sometimes said to be the price that is paid 
for abstinence , that is, the price paid to induce lenders to abstain 
from using the money themselves. Similarly, certain writers 
speak of it as a price paid for waiting; the idea being that 
lenders must wait until the money is returned to them before 
they may spend it. The net rate of interest is also sometimes 
said to be the price paid for savings , or the price paid to induce 
persons to save. But perhaps it is best to speak of interest 
merely as payment for a loan of money. This seems to indicate 
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more clearly the nature of the transaction than do the other 
terms. 

Despite the fact that there are many different rates of in- 
terest at any one time, the term rate of interest will be used fre- 
quently in the following discussion. But while one rate may, 
for ease of expression, be taken to be typical of all, it must not 
be forgotten that there are many interest rates. 

The Rate of Interest and the Supply of Money. — To define 
the rate of interest as the price paid for a loan of money, sug- 
gests that the rate may vary with the amount of money that a 
community or a country possesses. It might seem that the 
larger the supply of money, the more there would be available 
for loans, and thus the lower the rate of interest. But as David 
Hume pointed out almost three hundred years ago, this is not 

true. Prices are adjusted toT]ie.,.sup ,pl y_.oLjnoney ; as has-La an 

de veloped in an earlier chapter. If there is but little money, 

prices are low, while if the supply of money is abundant they 
are high.. With high prices, more money is required to accom- 
plish given purposes, than if prices are low. Thus the demands 
of borrowers are increased as the supply of money increases, 
and this prevents the rate of interest from falling as the amount 
of money is increased. 

Assume a situation in which there is a certain quantity of 
money and a given level of prices. Assume, further, that the 
quantity of money is doubled and that all prices become twice 
what they were before. Lenders of money will now have 
twice as much money to lend as in the first case, but bor- 
rowers will need twice as much as formerly, and thus with both 
the supply of money loan funds and the demand for loans 
doubled, the price paid, or the rate of interest, will tend to be 
the same as before the change in the supply of money took 
place. | 

The second of these assumptions is somewhat far-fetched. To 
double money would not exactly double all prices, and thus 
varying quantities of money may result in different rates of in- 
terest. But, in general, the relationship is as indicated. Or, how- 
ever imperfect the balance that results from a change in the 
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supply of money, the rate of in terest clearly does not vary di- 
jectly with the amo unt of money. 

This analysis, it should be noted, is in terms of an increase 
in the quantity of money after sufficient time has elapsed to 
permit the resulting price changes to be made. But while the 
supply of money is increasing, while prices are rising, the rate 
of interest will be affected, as will be noted later. 

The Demand for Loan Funds. — Since a rate of interest is a 
price paid for money loans it is necessary to analyze the demand 
for and the supply of loan funds in order to understand the 
determination of the rates of interest. The /demand for loans 
may be divided into three parts, the defenrand of b usin ess 
men, the demand of ^nsumers, and the demand ojRhe gov- 
ernment. 

The Demand of Business Men. — The chief demand for loan 
funds comes from business men. The persons who are shrewd 
in the affairs of business are able to pay a higher rate for the 
money of the less shrewd than such persons could make if they 
themselves used their money. Such differences in b usin ess 
ability lead to the making of loans. Also, differences in inclina- 
tion to venture money on enterprises prompt some persons to 
loan and others to borrow. And, the fact that some persons 
have better opportunities to employ funds than do other per- 
sons, makes borrowers of some and lenders of others. 

The general demand of business men for loan funds tends to 
vary with the opportunities that are available for the use of 
industrial equipment. That is, as men believe it to be profitable 
to construct railroads, build factories, install machinery, and 
otherwise make use of equipment, the demand for loans is cor- 
respondingly increased. It follows from this, of course, that 
any new development that calls for either new or additional 
equipment will augment the demand for loans. 

Thus if an engineer devises a new type of machine that makes 
it advisable to discard the machinery that is still in good repair, 
or if consumers’ demands are increased for goods such as auto- 
mobiles, radio sets, and electric washing machines, the demands 
of business men for funds with which to procure equipment and 
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undertake these lines of production will be increased. Likewise, 
any shift in consumers’ demand from goods requiring one type 
of equipment for their production to others that require different 
equipment, as from carriages to automobiles, augments the 
demand for loan funds. 

On the other hand, of course, if improvements should cease 
to be made in industrial processes, equipment would not be- 
come obsolete until it was worn out and the demand for funds 
for the equipping of factories would be less than under conditions 
of changes in the character of equipment. Likewise, a lack of 
change in consumers’ demands would keep the demand for 
loan funds below what it would be if frequent changes made new 
equipment necessary. 

These considerations suggest, of course, that the great in- 
dustrial developments of the past thirty years have been a factor 
of considerable importance in making the rate of interest rela- 
tively high during this period. In the early nineties the rate 
was very low. Many careful observers at that time believed 
that the resources of the country had been so developed that 
high rates would not again be experienced. The president of 
the New York State Bankers’ Association, for example, said 
in his annual address in 1898, “The days of 6 per cent interest 
are gone, only to return at troubled intervals when normal con- 
ditions are disturbed. The choicest investments yield less than 
3 per cent. Some railroad bonds commanding 3| per cent 
command a premium. Rentals are proportionally reduced and 
these conditions have come to stay. The growing wealth of 
this country is enormous, and as a permanent condition we 
must recognize four per cent as a good return for investment.” 1 
But great industrial changes began in the late nineties and the 
rate of interest has since been uniformly high. The develop- 
ment of the automobile, the paving of roads, the extension of 
public utilities, the construction of office buildings, the building 
of residences and the supplying of modern equipment for them 

1 Quoted by David Friday, “The Probable Trend of Interest Rates,” 
Annals of the American Academy of Political and Social Sdence t Vol. XCVII, 
Sept,, 1921, p, 31, 
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have all led to extensive borrowing by the many firms that have 
in one way or another assisted in their production. 

Another factor of importance in the demand of business men 
for loans is the terms upon which thevLsell their prod ucts. If 
they sell for cash they can pay off their loans, or reduce them, 
whereas if they sell on credit, they, in effect, become lenders to 
the purchasers and so are unable to discharge the obligations 
that they have assumed. The extensive installment buying of 
the past few years has thus contributed to the demand for loan 
funds, as has the long prevailing practice of retail purchase on 
30 days’ time. 

A very important source of demand for business loans comes 
from the less well developed regions of the earth. Firms wish- 
Jng to develop the reso urces of so-called backward countries 
normally borrow heavily f rom persons li ving in countri es where 
modern business ha^^ people of 

England are estimated to have invested yearly as much money 
abroad in the period preceding the World War as they invested 
at home. In other words, foreign business firms, or English 
firms in business abroad, borrowed as much money from English 
people as did the firms whose business was conducted in Eng- 
land. And, especially since the World War, an important por- 
tion of the borrowing in our market has been that of foreign 
firms. 

Another important general factor that conditions the demand 
of business men for loans is the security of property. If prop- 
erty rights are not secure, if contracts cannot be enforced, if 
governments may confiscate goods or levy onerous taxes, the 
demands that business men would otherwise make for loans will 
be curtailed. This point has been strikingly emphasized when- 
ever a great power has taken over the government of a region 
that has been marked by frequent rebellions and uprisings. 
Such a change in government invariably stimulates investment 
in the given in o ldieiLw^ d eman d for 

loan funds. 

The demand of business men for loans may also be greatly 
affected if changes are taking place in the general level of prices. 
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If pr ices are rising, biisiii essj^ 

and equipment at an early date rather than at the time that 
they would otherwise order them. They thus wish to borrow 
for this purpose . Further, rising prices m ean an addit ional 
outlay for materials and other purchases, even aside from pur- 
chasing in anticipation of future needs, and this increases the 
demand for money funds. Then, too, rising prices tend to in- 
crc ase the profits to be made in business.. arLd th^mahes business 
men desirous of enlarging their plants and extending the scale 
of their operations. This, also, of course, increases their de- 
mand for loans. Risi ng prices thus tend to bring abou t an in- 
crea se in the rate of in terest. 

Falling prices t end to, have jus t the opposite effect upon the 
demand for loans. Business men usually wish to curtail pro- 
duction during such a period; outlays for materials and equip- 
ment are reduced even apart from the curtailment of production; 
and purchases are delayed as long as possible. The falling off 
in demand at such a time necessarily leads to a lowering of the 
rate of interest. This is more especially true if prices are falling 
rapidly, than if the downward movement is very gradual. Under 
the second condition, increased efficiencies in business may so 
increase profits, in spite of a falling price level, that the demand 
for funds is maintained. This would prevent the rate of inter- 
est from falling. This is especially likely to be true if the falling 
price level results in large part at least from an increase in the 
efficiency in industry. 

The Demand of Consumers. — The demands for loan funds 
on the part of persons who wish to purchase consumption goods 
may also be a factor of importance in the loan-funds market. 
An analysis of the demands of consumers for loans amounts to 
a consideration of the reasons as to why persons are willing to 
pay a premium in the form of interest in order to procure goods 
that they are not able to pay for at the time of purchase. One 
factor of importance here is the general economic condition of 
the community. If the country is prosperous, if the standard 
of living is rising, families are prompted to anticipate their in- 
crease in earnings, or at least their accumulation of savings, and 
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extend their scale of living by borrowing. The social pressure 
to live “ better ” and the feeling of assurance as to the ability 
to meet obligations both contribute to this. Accordingly, fami- 
lies borrow to buy, rather than postpone purchase until they 
have saved sufficient money to permit cash purchases to be 
made. 

Consumption borrowing for the purchase of dwelling houses 
has long been a common practice, but has been greatly extended 
recently. A special financial institutio n, the building and loan 
association , has been developed to loan money for the building 
and purchase of homes, and within the past few years such as- 
sociations have grown to tremendous proportions. 

Installment buying and the general practice of purchase on 
credit has been referred to above as contributing to the demand 
of business men for loans. B ut such credit purchases of con- 
sumption goods are very c losely related to consumption bor- 
rowing. As already noted, consumers in such cases pay interest 
on their unpaid bills in the prices . that they pa v. The borrow- 
ing in the loan market is by business men, but it is done, in 
effect, on behalf of consumers. 

The Demands of Governments. — Another source of demand 
for loan funds is the borrowing by governments. In the United 
States there is a great deal of such borrowing. School districts, 
cities, the states, and the national government all borrow from 
time to time. This borrowing is usually for the purpose of 
erecting school buildings, paving roads or streets, purchasing 
parks, or providing funds for some other form of public works. 
Indeed, such additions to public property are seldom made by 
our state and local governments except with borrowed money. 
The national government borrows for such purposes very sel- 
dom, although in the case of the Panama Canal the necessary 
money funds were secured in that way. SuchBprrowing is don e 
by selling bonds. 

Governments also almost invariably borrow during the course 
of a war. There are two general methods by which govern- 
ments borrow at such a time: one is by the sale of bonds and 
the other is by the issuance of paper money. But if a govern- 
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ment borrows by issuing paper money, this does not involve 
entrance into the loan market. Such borrowing is thus outside 
the problem which we are considering here. It is as borrowers 
thr ough the sale of bonds, that governments contribute to the 
demand for loan funds and thus affect the rate of interest. 

Demand for Loans and the Promise of the Future. — In the 
demand for loans by business men, by consumers, or by govern- 
ments, the expectation in regard to the future is very important. 
This has been indicated in the above discussion, but is of such 
importance that it deserves additional emphasis. Business men 
borrow if they expect business to be good, or what amounts to 
the same thing, if they believe that they can install new equip- 
ment and make it more than pay for itself, or utilize new 
methods, or in any other way carry on production at a profit. 
And consumers are encouraged to borrow if the future promises 
to yield more than does the present. If wages are rising, or if 
with no change in wages, savings are possible, consumers’ bor- 
rowing is increased, because of the expectation of ability to pay 
off the loans. 

Thus if changes were not taking place, if new devices that 
lower costs to business men were not being invented, if new 
natural resources were not being discovered or new uses found 
for those already at hand, if capital production were not being 
made more efficient, if men and women were not prospering and 
as a result wishing to change their scale of living, there would be 
but little demand for loans. Likewise, government borrow ing 
r ests nnon-the a,nticipatiQILth.aithe community is going to_p ros- 
per, that the amount of taxable property will increase, that the 
population will be augmented, and in the case of war, that the 
enemy will be defeated. If the opposite of these conditions are 
anticipated, people would not undertake the responsibility of 
paying back later money borrowed for public purposes. In 
short, if a society were unchanging, or as unchanging as a human 
society can be, there would be but little borrowing. The demand 
for loans comes very largely from the rosy promises of the 
future. 

The Supply of Loan Funds. — There are two principal sources 
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of supply of funds in the loan market, namely, the savings of 
.individuals and the extensi on of credit byBanks. The savings 
of individuals will be considered first. 

One factor that accounts for loans by individuals has already 
been indicated in the discussion above. It was there pointed 
out that differences in business ability, or in the degree of in- 
clination toward the conduct of business enterprise, or dif- 
ferences in the opportunity to conduct a business, makes certain 
persons lenders and other persons borrowers. The supply of 
loan funds thus comes in part from the same conditions that 
bring about part of the demand for loans. 

Further, the motives of those who save are very similar to 
the motives of those who borrow for the conduct of business. 
The one group borrows in order to make money, and the other 
group loans for the same reason. The lender and the business 
borrower are in a sense partners. The one supplies the neces- 
sary funds and the other undertakes the risk of conducting the 
enterprise. There is the same element of frugality in the con- 
duct of each. They both save part of their money rather than 
use it all in the purchase of consumption goods. But while the 
savings of a business man are part of the total social savings they 
do not, if used directly in his business, augment the loan fund 
and thus help to determine the rate of interest. 

It is in the field of consumptive borrowing by individuals that 
we find the sharpest contrast between borrowing and loaning. 
If one spends his money for consumption goods, he obviously 
cannot loan it, while if he loans it, he is thereby denied the op- 
portunity of spending it. It is in thus deciding that money shall 
be saved and loaned at interest rather than used in the purchase 
of consumption goods that the loan funds that are supplied by 
individuals are brought into existence. This difference between 
spending and saving will be emphasized later. 

The Supply of Loan Funds and Inequality in Wealth. — 
Economists have very frequently emphasized the point that 
» marked inequalities in wealth tend to augment the supply of 
I loan funds. The idea is that more money will be saved if some 
persons are very rich and others poor, than if the volume of 
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wealth is more evenly distributed. The point is, of course, that 
it is much easier to save something out of a large income than 
out of a small one. Indeed, one’s income may be so large, as in 
certain cases to-day, that much more difficulty would be exp e- 
rienced i n spendim L- all of it than in saving: part oO L. 

But while marked inequality may thus augment the supply 
of loan funds it in no way follows that such a condition is de- 
sirable. Inequality is often defended on the ground that the 
large loan fund makes possible the building of equipment and 
the undertaking of expensive projects that are beneficial to the 
great mass of the people of the community. But to argue that 
most persons must be very poor in order that a few may be very 
rich and thus able to supply the loan funds which will make pos- 
sible the industrial operations that are required for the produc- 
tion of the bare necessities of life for the poo r, is io. have a very 
pessimistic view of our economic syste m. The very rich, ac- 
cording to this argument, must grind down the faces of the poor 
in order that the poor may not perish utt erly. This is verily 
the counsel of despair. 

There is certainly nothing incompatible between approxi- 
mate equality of income and the providing of loan funds with 
which business operations may be conducted. The demands for 
consumption goods under such conditions would afford profit- 
able opportunities for the employment of loan funds, and they 
would undoubtedly be supplied. Indeed, the rate of interest 
would rise until, In view of the demand for consumption goods, 
the requisite supply of loan funds had been provided. The rate 
of interest would, of course, tend to be higher under such condi- 
tions, than when large sums are saved and loaned by the very 
rich with but little regard to the rate that prevails. 

There is another important consideration in connection with 
this problem. If the incomes of the masses are very low, busi- 
ness men will not be anxious to borrow funds with which to 
produce goods for sale to the general public. This will cause 
the rate of interest to be low and the rich persons who have 
money to loan will be encouraged to invest it abroad. Since 
loans of money across national boundary lines lead to the export 
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of goods, the result is that the labor and natural resources of the 
one country are employed to produce goods, usually in the form 
of industrial equipment, that are used by the people of other 
countries. When such investments become so large that the 
interest income is in excess of new loans made abroad, the lend- 
ing country may receive imports in excess of its exports, to the 
advantage of the general community. But at any one time the 
well-being of the one nation is reduced because of the profitable 
opportunities that are offered abroad to home lenders. A more 
equal distribution of income would increase the profitableness 
of investing funds at home. 

To state this matterijiiff ei^ to SDe md^nJihe part 

of the general public is as vital to the building of equipment as 
is the ability of„.a mortimi of. ^ Our mam- 

moth factories have been constructed because the mass of the 
people are able to buy the products that are turned out, as well 
as because some persons have been able to save the money funds 
with which labor might be employed in factory construction. 
Indeed, with the same ability to save on the part of the few, but 
with a lack of ability on the part of the masses to buy, these 
loan funds would have been invested in other countries. The 
result of this would have been, as already indicated, that our 
labor and materials would have been used to produce goods for 
the use of people in other countries. That is, the ability of the 
very rich to save rather than proving to be beneficial to the poor, 
is to their immediate disadvantage if investments are made 
abroad. 

The situation in England is illustrative of this. The marked 
inequalities in wealth there have made large accumulations of 
loan funds possible, but the inability of the great mass of the 
people to buy many goods has led to the making of very ex- 
tensive loans abroad. This has meant that the working people 
of England have been producing industrial equipment and other 
goods to be used in other countries rather than at home. If 
income had been more equally distributed in England, the 
supply of loan funds might have been less, but the volume of 
business devoted to the production of goods for English people 
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would have tended to be considerably more. During the latter 
decades before the war, the volume of goods imported into Eng- 
land exceeded the volume of goods exported. This was in part 
due to the interest payments that were being made on the foreign 
loans of Englishmen. Thus the general population of England 
was then receiving a net gain from foreign investments. But 
during any one year, or decade, the foreign loans which the 
large incomes of a few make possible, are to the disadvantage 
of the general community. 

Inequality of wealth cannot be defended in relaM mxJxL the 
accumulation of loan fund s. Not only may the savings of the 
masses be counted upon as being requisite for the carrying on 
of the production of the goods which they can buy, but large 
accumulations by a few rich persons tend to be to the immediate 
disadvantage of the masses, because of the foreign investments 
that are thereby encouraged. 

The Savings of Business Men. — The amount of money that 
is saved and loaned does not constitute the total amount of 
a nation’s savings. Considerable sums of money are saved 
by business men and employed directly in business. A very 
important part of such savings is made by corporations. As in- 
dicated in Chapter XIII, corporations usually follow a conserva- 
tive dividend policy. They usually pay a nominal rate of return, 
from 4 to 6 per cent interest to the stockholders and retain in 
the business any earnings in excess of this amount. Countless 
illustrations of an increase in holdings or in the plant equipment 
of corporations through such savings could be cited. The Ford 
Motor Company is an example of the results of this practice. 
This mammoth plant has been constructed almost entirely out 
of the profits which have been, .earned a n d retained in the b upi- 
ness. Such savings on the part of corporations are very sig- 
nificant in adding to the total amount of our savings. They do 
not, however, immediately affect the rate of interest which we 
are here considering, as they do not come into the money market 
in the form of loan funds. 

Financial Middlemen. — There are many institutions that 
play the part of middlemen in the matter of loan funds. Banks, 
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building and loan associations and insurance companies are 
specially noteworthy in this connection. They collect from the 
general public large sums of money which they re-loan. Without 
such financial institutions, it would be almost impossible for 
the individual lender to make effective use of his money in the 
loan market. 

The Rate of Interest and Supply of Funds. — It was noted 
above that the supply of loan funds grows out of the fact that 
individuals choose to save, rather than to spend, the money 
which is under their command. The rate of interest is highly 
significant in establishing the balance between saving and 
spending. A high rate of interest tends to encourage saving and 
discourage spending, while a low rate does not so effectively 
encourage saving and check spending. Not all persons, however, 
are influenced by the rate of interest in choosing between spend- 
ing and saving. Some persons would save money regardless of 
the rate of interest. Indeed, this is the case in a limited way of 
anyone who is carrying any cash about with him. Such money 
is not yielding interest and yet has not been spent. In addition 
to the very large group of persons who would undoubtedly save 
something for the proverbial rainy day even if they received no 
interest, there are many persons who have such a great passion 
for accumulation that they would save very considerable sums 
of money even if they were to be charged a price for doing so. 
At the other end of the scale there are many persons who would 
perhaps not save anything however high the rate of interest 
might be. Such persons follow the rule: “Eat, drink and be 
merry for to-morrow we die.” 

It is reasonable to believe that between these extreme cases 
there are to be found persons of all degrees of desire relative to 
spending and saving. If this is true, any one rate of interest 
would tend to check somewhat the spending of certain persons 
by encouraging them to save. 

This would mean that with the rate of interest as it is at 
any time, certain persons would be at the margin. Any altera- 
tion in the rate of interest would thus affect the volume of sav- 
ings. A rise in the rate would transfer marginal spending to 
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marginal saving, and a fall in the rate would cause the marginal 
savers to become spenders. 

The way in which the rate of interest tends to hold the bal- 
ance between saving and spending may be further indicated by 
an illustration. Suppose that rather suddenly there is a marked 
increase in the desire to spend rather than to save. This would 
reduce the supply of loan funds and at the same time tend to 
raise the prices of consumption goods. As a result business men 
would tend to bid up the rate of interest. They would be more 
anxious than formerly to have loan funds and there would be 
less money available for borrowing. The rise in the rate of in- 
terest would encourage certain persons to curtail their purchases 
of goods and loan money. Thus a new balance would be struck 
between saving and spending at a rate of interest somewhat 
above the former point, but at a rate less than the one that was 
established as the immediate result of the increased demands of 
business men for funds. 

On the other hand, suppose a marked decrease in the desire 
to spend as compared with the desire to save. This would mean 
that the amount of goods purchased would fall off and the supply 
of money offered to borrowers would increase. Both the reduc- 
tion in the purchase of goods, and the increase in the supply of 
loan funds would tend to lower the rate of interest, — b usin g 
men would be less anxious to borrow and there would be more 
funds available for them. This reduction in the rate of interest, 
however, would make certain persons less anxious to save tha n 
formerly and would thus increase their spending. This would 
tend to raise the prices of goods and stimulate the demand of 
business men for funds, at the same time that the supply of 
funds is reduced because of the increase in the amount of spend- 
ing. Thus the fall in the rate of interest would tend to be 
checked, and a new equilibrium would be established between 
the spending and the saving of the community. 

It is well to note that an increase in the rate of interest may 
influence certain persons to save less rather than more and vice 
versa. Thus if one is anxious to provide an income of $2000 
per year for himself or his dependents he would need to save 
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$50,000 if the rate of interest were 4 per cent; but if the rate 
were 5 per cent $40,000 would yield the desired income. Hence 
a rise in the rate might cause one to curtail his savings, and a 
fall in the rate might prompt him to increase them. It does not, 
however, seem to be at all possible that such a case is typical. 
Similar reasoning in regard to the conduct of business men 
would lead to the conclusion that large profits would discourage 
and small profits encourage enterprise. There are undoubtedly 
cases in which this is true. Large profits make it possibly for 
one to retire from business, while small profits, or losses, make 
continuous work necessary. But generally speaking, the larger 
the profits the more zealously business men apply themselves to 
their tasks; and similarly, it seems safe to conclude that the 
greater the reward in interest the larger will be the volume of 
savings. 

There is another aspect to the effect of a varying interest 
rate upon the volume of savings. If the interest rate rises, the 
income of persons who have invested (ox loaned) money tends 
to rise, except in the cases of long term loans at fixed rates of 
interest. Such increases in incomes make it possible for the 
former lenders to loan still larger sums without additional sacri- 
fice. Also, of course, any deduction in interest earnings would 
curtail the ability of lenders to make further loans. There is 
thus this additional reason for expecting that the supply of 
loan funds tends to vary directly with the rate of interest. 

This is, it may be observed, one of the many points in eco- 
nomics upon which it is difficult to get statistical data. We must 
accordingly base our conclusions upon general observations of 
human conduct. 

The Rate of Interest and the Length of Life. — The balance 
between saving and spending, for the three or four centuries 
that cover the period of modern industry and its beginnings, has 
been such that the rate of interest has been in the neighbor- 
hood of 5 or 6 per cent per year during this time. Two or 3 per 
cent per year has been the lower limit and 8 or 10 per cent per 
year the upper limit. It is a very interesting question as to why 
the rate of interest has been normally confined to these limits. 
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Why hasn’t the normal rate been | per cent per year or 20 per 
cent, rather than about 5 or 6 per cent? Apparently all of the 
economists, with one exception, who have discussed the subject 
of interest, have not considered this question. They have made 
no attempt to determine why the supply and demand conditions 
have established the one rate rather than a very much higher 
or a very much lower rate. Professor Cassel, of Stockholm, 
raised this question some twenty-five years ago and answered 
it by saying that the normal length of life is responsible for the 
rate of interest being as it is. 1 His conclusion has apparently 
not been accepted by economists as his idea has not been re- 
peated in subsequent books or articles. To the present writer, 
however, the idea seems to be sound, although the argument 
as presented by Cassel is not wholly acceptable. 

It must be observed in the first place that the length of life 
controls the rate of interest only in a most general way, if at 
all. That is, the length of life cannot be considered as exerting 
any appreciable influence in making the rate of interest 5 per 
cent per year rather than 6 or 7 ; nor could any change which it 
seems possible to make in extending the number of years that 
persons of age 30 may be expected to live, appreciably alter 
the rate of interest. Although, if the following analysis is sound, 
any change in the number of years that persons of maturity 
may expect to live is a factor in the situation and tends to 
affect the rate of interest. 

The argument in support of the point under discussion turns 
upon the relation between the length of life and the supply of 
loan funds at varying rates of interest. 

The case can perhaps be best presented by assuming very 
unusual conditions in regard to the rate of interest and the 
length of life. Suppose that, due to unusual demands, the rate 
of interest should rise to 20 per cent. This would tend to greatly 
augment the amount of money saved. For example, at 20 
per cent interest, one could by saving $100 per year for less 
than four years, reckoning interest quarterly as the money 
is saved, have a capital sum of $500, which would yield at 
1 The Nature and the Necessity of Interest London, 1903, 
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this rate of interest $100 per year in perpetuity. Thus at 
age 25, for example, one could, by saving a fixed amount each 
year, have by age 30 an income for the remaining years of his 
life equal to the amount of the yearly savings. Since one who is 
in good health at 30 may reasonably count upon living to age 65 
or 70, such savings would seem to be very desirable, as one could 
expect to enjoy the income for some forty years or more. And 
if the normal span of life were longer there would appear to be 
still more reason for saving money during the early years of 
the working life, if the rate of interest were very high. 

But if life were much shorter than it is to-day, an unusually 
high rate of interest would not encourage saving as it does now. 
If age 35 were the maximum, as age 100 is now, there would 
certainly be much less reason to save money between the ages 
of 25 and 30, even if the rate of interest were 20 per cent, than 
there is to-day. Savings would, of course, be made under such 
conditions but the point is that the short period left for the 
enjoyment of income would lead many persons to spend money 
that they would otherwise save. 

The conclusion t hen appears to be that very high rates would 
lead to great savings with the length of life as it is now, but that 
if life were muck shorter, the high rate of interest would not 
have this effect. In other words, the conclusion appears to be 
that the present length of life would not permit the rate of in- 
terest to be as high as 20 per cent. If this conclusion is sound, 
then it follows that the length of life is a factor in inducing such 
a volume of saving relative to spending that the rate of interest 
does not normally rise above 8 or 9 per cent. 

Let us now consider the case of a very low rate of interest. 
Suppose the rate to fall to § per cent per year. Savings would 
be greatly curtailed. Many persons would consider that it was 
not worth while to save at such a rate. Would this conclusion 
depend upon the normal length of life? 

There is reason to believe that it would. At § per cent per 
year, one would have to save $240 per year for 70 years in order 
to have a yearly income of $100. And at 1 per cent interest, 
the length of time over which one would have to save $100 per 
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year in order to have an annual income of $100 per year would 
be 70 years, or far beyond the normal span of a working 
life. But if life were much longer than it is, accumulations 
at very low rates of interest would yield incomes sufficient to 
justify the saving. 

If, for example, life were twelve times as long as it is now, sav- 
ing, with the rate of interest at § per cent per year, would 
not be unreasonable. The proof of this is found in the fact that 
measured in months our lives are twelve times as long as when 
measured in years, and the prevailing rate of interest is ap- 
proximately | per cent per month. Saving is encouraged at 
this rate per month, because there are so many months in the 
normal life in which to enjoy the income from the savings. But 
at this rate per year, life is too short to make it advisable to 
save for the purpose of securing an income. 

The effect of the length of life upon the volume of savings 
at different rates of interest can also be shown by considering 
the purchase of income yielding property out of savings. As- 
sume that a certain farm bears a net rent of $400 per year, and 
that a young farmer is considering a proposition that he buy 
it and pay for it with yearly payments of $800. A portion of 
each payment would be used to pay the year’s interest on the 
unpaid balance, and the remainder would be used to reduce the 
principal. The $800 payment would mean that in addition to 
the $400 net rent which the farm will yield, it would be necessary 
for the buyer to save $400 yearly out of the additional income 
that he earns in the farming operations. 

If the rate of interest is 5 per cent per year, the price of the 
farm will be $8000, and the young farmer could pay for it in 
9 years. If the rate of interest were 10 per cent, the purchase 
price would be $4000, and at $800 per year the farm would be 
paid for in less than 5 years. At 20 per cent, the price would 
be $2000, and the farm could be fully paid for in 2f years on 
the terms suggested. 

But, suppose the prevailing rate of interest were 2 per cent. 
The price of the farm would then be $20,000, and at $800 per 
year, the farm could not be paid for in less than 21 years. At 
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1 per cent interest, the price would be $40,000, and 41 years 
would be required to pay for it if an amount equal to twice the 
rental income were paid each year. 

Clearly, the time required for a farmer to purchase such a 
farm out of his savings, when the rate of interest is high, is in 
the sharpest possible contrast to the time required when the 
rate is low. At the higher rates, the shortness of the time over 
which one need save in order to buy the farm, would encourage 
saving; but at a rate of, say, 1 per cent, the number of years 
over which savings would need to be made, with any reasonable 
payment per year, is so far in excess of the normal span of 
life that saving with a view to purchasing the farm is outside 
the bounds of possibility. 

These illustrations show the spur to saving which would 
result from a very high rate of interest, and the check which 
would come from a very low rate. Further, they indicate that 
the saving period in the normal span of life is of commanding 
importance in encouraging saving in the one case and discourag- 
ing it in the other. The conclusion follows that the length of 
human life is a factor of great moment in determining the range 
within which the rate of interest fluctuates. 

Bank Credit as Loan Funds. — As already indicated, banks 
play an important part in the money market by acting as middle- 
men between the individual lender and the business firm that 
borrows funds. They also have a very appreciable effect upon 
the loan market by augmenting the supply of loan funds through 
the utilization of their own credit. How this is done has already 
been explained in the chapters dealing with banking. It is 
sufficient at this place to indicate that a considerable portion of 
the loan funds of a community are based upon the credit of 
banks: that is, the banks not only loan money but also the 
rights to command money. These rights are used as if they 
were money and thus the supply of money media is increased. 
Obviously, the greater the development of the use of bank credit 
as money media, the greater the possible increase in the supply 
of loan funds. 

Interest as a Share in Distribution. — From time immemorial 
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objections have been made to the receipt of interest as a source 
of income. Under the Mosaic law, Jews were prohibited from 
taking interest from each other, and similarly the Roman law 
forbade the payment of interest as between Roman citizens. 
Aristotle, a celebrated Greek philosopher, insisted that interest 
was inequitable, and for the first thirteen centuries of its exist- 
ence the Christian Church was relentless in its opposition to the 
receipt of interest. 

The difference between the attitude towards interest in these 
earlier times, and the attitude to-day, is to be explained largely 
by the difference in the purposes to which loans were devoted 
then as compared with now. To-day, as has been frequently 
emphasized, loans are largely for business purposes, but in the 
early times to which reference has been made, loans were very 
largely for consumption purposes. The principle of good fellow- 
ship and brotherly kindness made it seem improper to exact 
an interest payment for a loan of money. To-day, since the 
major part of the borrowing is done with a view to making 
money, it does not seem to be inequitable to charge a price for 
the funds loaned. But despite this condition, one occasionally 
hears protest against the receipt of interest as a source of in- 
come. Since interest is a payment merely for loaning money 
or owning income-bearing goods, the receipt of interest seems 
to be in conflict with the ideal that one should get only by giving. 
This phase of the matter is particularly evident when one does 
no work but because of a large income in the form of interest 
is able to live in opulence. 

It is, indeed, regrettable that one should make no contri- 
bution To the economic society, and at the same time live off 
the fat of the land, at the expense of the producers of goods. 
If it should be argued that such a person makes a contribution 
by the expenditure of his money, the answer may be made that 
since in the event of the death of that person his money and 
property would be left to the control of others, expenditure by 
him cannot be regarded as a contribution. The simple test as 
to the effect of one’s death on the society will determine whether 
one is or is not living at the expense of others. Clearly, in life 
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as in a racing boat one should pull his own weight. The re- 
ceipt of interest permits one to play the part of a drone. 

The remedy for such a condition is to be found in the develop- 
ment of a quickened sense of social responsibility and in a rather 
vigorous application of inheritance taxes, rather than in any 
limitation upon the receipt of interest. As part of the institu- 
tion of private property, the making of loans and the employ- 
ment of one’s own funds in business are clearly of social value. 
Hence since one who possesses money may if he wishes, spend 
all of it, the payment of interest promotes the general welfare 
by inducing some persons to save some of their money funds 
and either use such savings in business or loan them to others 
who will do so. 

It should perhaps be noted that the discussion here is along 
somewhat broader lines than that which has concerned us dur- 
ing the larger part of this chapter. For the most part, the dis- 
cussion has been in terms of the forces that go to determine the 
rate of interest. The point here has to do with interest as an in- 
come to owners who are employing their own money in business 
operations as well as to persons who have loaned their money 
to others. 

The Amount Received as Interest. — No one can tell what 
portion of the total money income of the nation is received by 
the lenders of money or the owners of industrial equipment, 
but as a result of very careful estimates the conclusion has 
been rea ched that about 16 per ceniLn£ JJbo^fcetal money income 
in the United States is received in the form of interest, exclusive 
of the amount that is received by the owners of land in the form 
of rent. Assuming our total natio nal income to be 65 billio n 
dollars, some 10 or 11 billions of this thus represents the amount 
that is received as interest. This does not mean, of course, that 
the interest receivers enjoy one-sixth of the consumable in- 
come of the nation. Much of the money which is received as 
interest is not spent for consumption goods, it is saved. This 
has already been emphasized in the case of corporations. Thus 
the amount of real income going to the owners of equipment 
or the lenders of money is considerably less than the figure 
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which has been indicated as representing the share of the na- 
tional income that can be described as interest. 


PROBLEMS AND EXERCISES 

192. On the basis of the text account for the fact that students 
borrow money in order to attend college. 

193. Develop the point that differences in the business ability of 
men may lead to the borrowing of money. 

194. Show the difference between a period of rising prices and a 
period of falling prices so far as the demand for purchasing power 
(loan funds) by borrowers is concerned. Does the rate of interest tend 
to rise during one period and fall during the other? Explain. 

195. Is the demand for purchasing power by borrowers more elastic 
at high rates of interest or at low rates? Explain. Draw a curve to 
illustrate. 

196. Enumerate several factors that help to determine the amount 
of savings. 

197. If the rate of interest should rise from 5 per cent to S per cent, 
should you expect that certain persons would increase the amount 
which they save, assuming that their incomes are not increased? 
Should you expect that any would save less? Would an increase in the 
rate of interest increase the total incomes of certain persons and thus 
increase their ability to save? 

198. Develop an argument to prove that a heavy tax on luxuries 
would tend to lower the rate of interest. 

199. Account for the early attitude of the Church toward the re- 
ceipt of interest. See Chapter V. 

200. If the cost of building a mile of macadam road is 16500, a 
mile of concrete road $12,000, and a mile of brick road $18,000; and 
if the annual cost per mile of keeping the roads in good repair is $600 
for the macadam road, $300 for the concrete, and $50 for the brick, 
which road will be the most economical when the current rate of 
interest is 2 per cent? When it is 4 per cent? 5 per cent? 6 per cent? 
10 per cent? (Parry.) 

201. (a) “As the interest rate falls the price of income-yielding 
goods increases.” Explain. ( b ) If the interest rate is rising and you 
were dealing in 5 per cent gold mortgage bonds would you want to buy 
or sell? Explain. 

202. Develop the argument that the length of life affects the rate 
of interest. Show that a rate of J per cent would not be unreasonable 
if human life were twelve times as long as it is, while it would be un- 
reasonable with life no longer than it is to-day. 
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RENT 

Rent Defined. — As is unfortunately true in other cases in 
economics, the word rent has more than one meaning. The most 
common use of the term is to indicate the hire of a piece of 
property, o r the amount paid to the owner for its use.. Thus 
we speak of renting a house, or an automobile, or a costume. 
But as the name of one of the fundamental sources of economic 
income, the wimLnent means the income received by th e owner 
of land merely as a result of land ownership. In the other use 
of the term, it includes payment for labor, interest and the risk 
of enterprise. As used in this chapter rent will mean the amount 
paid to a lando wner Jhr the use of land, or in case the own er 
uses the land himself, the amount that accrues to him because 
of his ownersh ip. The term land, it should be noted, is used in 
this sense to mean space upon the surface of the earth. It in- 
cludes mines, and waterfall sites, for example, as well as what 
is commonly designated as land. 

In the case of a farm, on which buildings have been erected, 
fences built or tile drains laid, the income received by the owner, 
and commonly called rent, is not all rent in the sense in which 
the word is being used in this chapter. A part of the income in 
such a case represents w ages for the work done and interest or 
pr ofits on the money invested in the constructi on of the im- 
provements. The term rent used in this refined sense is thus 
what may be called net land rent. It is the amount that remains 
after deductions have been made in the form of payment for 
services which the landowner may have performed as laborer, 
capitalist, or entrepreneur. The amount received from a tenant 
may thus be called the gross land rent . The gross land rent and 
the net land rent are usually approximately the same in the 
case of land situated in well populated areas, except, of course, 
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when the rent of houses or buildings in cities is included with 
the payment made for land. In that case, the net land rent is 
a relatively small portion of the total, except in the districts 
where the land rent is very high, as on busy corners in business 
sections. Almost invariably the landowner must pay some of 
the net land rent to the government in taxe s. Hence we need 
to distinguish net land rent from net land rent after taxes . 
It is the latter which determines the selling price of land, as 
will be developed presently. 

Rent a Price. — Land rent is thus a price that is paid for the 
use of land. The sum is set, as are all prices, by the forces of 
demand and supply . The supply of land is so limited in certain 
sections that more than one person desires to use a given space. 
This accordingly leads to competitive bidding with a view to 
determining who shall have the use of the space in question. 
The owner thus, through the competitive bidding of prospec- 
tive tenants, receives a payment for the use of his land; or, if 
he uses it himself he will normally make as much above his 
expenses as a tenant would pay. 

How Much Can Tenants Pay? — (1) In the case of agri- 
cultural land, a tenant can afford to pay an amount equal to 
the excess which he receives for his crops over and above the 
expenses which are involved in conducting the farming op- 

eraiibhs. II tEe net expenses of farming operations upon a 

given tract of land are $800 per year, including wages com- 
parable to the wages that might be received for working else- 
where, and if the income from the crops is $1200, there will be 
a net income of $400 per year from the using of this land. That 
is, there would, in such a case, be an income of $400 above the 
amount required to pay wages and Interest and to return 
sufficient profit to warrant the undertaking of the farming 
operations. Under such conditions, tenant farmers will tend 
to bid against each other until someone offers $400 to the land- 
lord for the use of the given piece of land. 

Land may be so plentiful in relation to the need for it, as in 
some districts during the early pioneering days, that a farmer 
could not afford to pay rent for the use of a piece of land. If 
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some land is unoccupied which, because of its soil and location, 
could be used as advantageously as the land that is under 
cultivation, the price that could be received for crops would 
tend to equal the expense of the labor and material used in pro - 
ducing them . That is, if the labor and material expense of 
producing corn amounted to 60 cents per bushel, and if land 
were lying idle upon which corn could be raised at a similar 
expense, the competition of farmers would prevent the price 
from being above 60 cents.. In such a case there would be 
nothing in the form of rent for the owner of the land. Another 
phrasing of this is that tenants will not pay a price for using a 
given parcel of land when other equally desirable land is lying 
idle and can be had for nothing. Under such conditions land 
would tend to be a free good. There would be no point to 
land ownership except as a means of assuring one the title to 
the improvements placedTupon the land, or of profiting later 
from the increase in land value. 

If the population increased sufficiently in such a community 
all of the best adjacent land would be called into cultivation and 
the price of products would finally rise above the expense of 
producing them. This would mean the emergence of land ren t. 
Owners would then be able to exact a price for the use of their 
land. Land would have become scarce relatively to the demand 
for it. Poorer land, or land situated further from the established 
communities, would then be drawn into cultivation. Such land 
for the time being would not yield rent. The price received for 
the products from such land would be only sufficient to meet 
the higher costs of producing them. Subsequent increases in 
population would mean that still poorer land, or what amounts 
to the same thing, land which is further removed from the 
markets, would be brought into use. 

The land that is used but that yields only enough barely to 
pay for its utilization is known a s marginal land. It is also de- 
scribed as being on the margin of cultivation or at the extensive 
margin . Any drop in the price of produce will tend to cause 
farmers to forsake such land and, likewise, of course, any 
attempt on the part of an owner to extract payments for the 



426 DISTRIBUTION OF WEALTH 

use of such land would cause tenants to refuse to work upon it. 
Such land is thus marginal and, to repeat, it bears no rent. If 
the price of corn is 85 cents per bushel, corn that is grown 
upon such land will tend to involve a farming expense of this 
same amount, either because of the low fertility of the land or 
because of its distance from the market, or for both of these 
reasons. As already indicated, as the population grows and 
the price of farm products rises, land which had been marginal 
land will bear rent and land which had been beyond the margin 
will be drawn into use and for the time being will be marginal 
land. This extension of cultivation, or increase in the amount 
of land in use, acts as a check, of course, upon the rise in the 
rent of the land first brought into use. If such additional land 
were not available, if the supply of land in use could not be 
increased as the population increased, land rent would rise far 
more rapidly than is the case if additional territory may be 
occupied and the supply of products augmented. 

Furthermore, as the price of farm produce rises in a country 
that is being developed, land tends to be cultivated more in- 
tensively. This, also, tends to check the rise in the price of 
products by augmenting their supply, and thus it too tends to 
check the increase in land rent. The intensive cultivation of 
land runs parallel with the extensive cultivation. If the price 
of corn is 85 cents per bushel, it is not only possible to cultivate 
land on the extensive margin where the cost involved is 85 cents 
per bushel, but on every parcel of land that is under cultivation 
it is profitable to farm it so intensively that certain of the bushels 
produced will involve a cost of 85 cents per bushel. These 
bushels are said to be produced at the intensive margin . 

The important conclusion in regard to the rent paid by ten- 
ants for the use of agricultural land is that it amounts to the 
excess of innome over the expense of farming. Such a sum ten- 
ants can afford to pay for the use of the land and competition 
tends to force them to pay such an amount into the hands of the 
landowner. This sum, as noted above, may be in excess of the 
land rent; a portion of it may be payment for the use of improve- 
ments. 
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Landowners do not, of course, always receive from tenants an 
amount which is equal to the excess of receipts over expenses. 
At times, they will get less than this sum, and at other times 
they may get more than this, thus depriving tenants of proper 
returns in the form of wages, interest, and profit. The actual 
rent which is paid by tenants is necessarily only approximately 
equal to the true gross land rent, that they tend to pay. 

(2) The rent of land used for business sites is determined 
fundamentally in the same manner as is the rent of agricultural 
land. Rival prospective tenants bid against each other for the 
privilege of using given parcels of land. The upper limit to 
their bids tends to be the excess amount which the use of the 
land will yiel d abovcldieex^ 

petition, of course, tends to give to the owner this amount as 
gross land rent. The location of land is obviously of exclusive 
importance in the determination of the rent paid for business 
purposes. This feature is particularly apparent in the case of 
retail stores in large cities, such as New York, London, or Paris. 
In such places certain parcels of land command fabulous prices. 

(3) Similarly, in the case of mines, oil fields, forests, or water- 
power sites, the amount that may be secured above the expense 
of operation is rent. Such a sum competing tenants (leasees) 
will tend to offer. The fact that the supply of mineral, for ex- 
ample, will be exhausted as a mine is operated in no way alters 
the principle involved. So long as the mine yields something 
over the expense of operation, it bears rent. 

(4) In the case of land that is used for residential purposes, a 
great many factors enter into the determination of the amount 
of rent that is paid. The fundamental fact, as in the other cases, 
is that persons compete for the use of a limited amount of space. 
This competition is more or less intensive, depending upon the 
population of the city, the wealth of the inhabitants, the social 
standing of the persons living in the various sections, the dis- 
tance from the business center, the view that is presented, and 
the presence or absence of noise, dust or smoke. 

Regardless of the use to which land is put, it is very evident 
from the above discussion that rent tends to rise as the popula- 
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tion increases. Indeed, it is the increase in population that makes 
land scarce relatively to the demand for it. If along with the 
increase in population there is growth in the per capita wealth 
of the community, rents will be still further augmented. 

The point is invariably 
due to the fact that land 
is subject to diminishing returns. Nothing could be clearer 
than this. If it were not for the fact of diminishing returns, an 
acre of land would produce enough to feed and clothe the entire 
population of the world without any increase in the price per 
unit of product, and one building lot could house all the retail 
stores of the country at a cost per unit of merchandising that is 
found in a five-story building. Indeed, if land were not subject 
to diminishing returns, an infinitesimal unit of land would yield 
an infinite amount of produce or service. Under such conditions 
land would not be scarce, it would be abundant : it would be a 
free good. But, of course, one parcel of land cannot yield an 
infinite volume of output. This limitation of produce or service 
from any one area of land makes land scarce as population in- 
creases, and this causes rent to rise. Land is, however, not a 
whit different from other goods in this respect. If all of the 
people of a nation could get all of the time-telling service that 
they want from one town-hall clock, watches would be of no 
value; and if one automobile would yield all of the automobile 
service that could possibly be desired, automobiles would not 
command a price so long as more than one were in existence. 
But by the very nature of things, the service that any one 
article can yield is limited. It is this that makes articles scarce 
— that makes them economic goods. And, to repeat, this char- 
acteristic is as true of all other articles of wealth as it is of space 
upon the surface of the earth. 

Rent and the Selling Price of Land. — Since men desire to 
own land because it bears an income in the form of rent, it 
follows that the price that will be set upon it will be determined 
by the rent which it yields, or more properly, by the rent which 
it is expected to yield. In other words, the amount which one 
can afford to pay for the ownership of a piece of land is deter- 
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mined by the present worth of the expected future incomes from 
it. The expected incomes are discounted into a present value, as 
has been described in the preceding chapter. 

It follows, of course, that if the rent of land is expected to in- 
crease, the selling price of land is thereby augmented; whereas 
if the rent is expected to decrease in the future, the market 
price is correspondingly reduced. An expected increase in rent 
means that the present income will represent a lower percentage 
return upon the market price than would otherwise be the case. 
Thus, if other similar investments are selling upon a 5 per cent 
basis, a parcel of land that yields $400 per year and is expected 
to continue to yield this sum indefinitely, will have a market 
value of $8000. But if it is expected that the rent of this land 
is to be increased, the price will rise above $8000. If, for ex- 
ample, it should rise to $10,000, the current income would 
represent a return of 4 per cent upon the market value, while 
if the expected increase in rent were such as to carry the present 
price to $20,000, the current rent would represent an income of 
only 2 per cent upon the investment. Such a situation must 
not lead one to conclude that land investments are yielding 
only 2 per cent, to use the last illustration, for the expected 
increase in value is such that the total return is reckoned as 
amounting to 5 per cent interest. Land rent in the United 
States has almost always represented a very small percentage 
return on the market price. This is due, of course, to the fact 
that land in most sections has been expected to increase in 
value. At times a speculative mania may so greatly overesti- 
mate the expected increase in rental that prices are carried far 
beyond the point which is justified by the income which is later 
received. Thus in 1820 building lots in Columbus, Ohio, sold 
for prices which were higher than the prices which they later 
commanded during the following thirty years. 

The relation between the price of land on the one hand and 
the expected net income and rate of interest on the other was 
strikingly illustrated when the national government a few 
years ago attempted to assist prospective farm buyers by 
furnishing credit at a relatively low rate of interest. It was 
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believed that such lowering of the rate of interest would be to 
the advantage of prospective buyers of land. While this un- 
doubtedly proved to be the case in many instances, the general 
result of this lowering of the interest rate to persons wishing to 
borrow and buy land was to increase the price that buyers had 
to pay. This follows from the simple principle of pricing that 
is applicable to any price that is derived by the capitalization 
of income, rather than by the cost of production. Thus a par- 
cel of land that yields an income of $1000 per year, assuming 
that no change is expected in the amount of the income, will 
at 5 per cent command a price of $20,000. But if the rate of 
interest should fall to 4 per cent, the value of this land will rise 
to $25,000. 

The Effect of Taxation upon Land Rent. — The effect of 
levying a tax upon the rent of land has been indicated in earlier 
chapters. It is perhaps well, however, to refer to the matter 
again in this connection. As shown in the above discussion, 
the rent of land is the amount which can be derived from its 
use over and above the expense involved in utilizing it. Rent 
is thus a surplus that does not need to be paid in order that 
production may be carried on. Thus if part of the landowner’s 
rent is taken by the government in the form of taxation, this 
will not cause him to withdraw the land from use. Hence the 
supply of products or services from land would not be reduced, 
their prices would not rise, and land rent would not be affected. 
Thus the imposition of a tax upon the rent of land cannot 
be recovered from tenants or from consumers of the products 
of land. 

> If, however, a tax were levied upon each acre of land in use, 
this would fall upon marginal land and tend to force it out of 
cultivation. Or if a tax were levied upon each unit of product, 
this would fall upon marginal products and force producers to 
curtail output. The supply of products would thus be reduced 
and the prices of such products would be correspondingly aug- 
mented. Such a tax would thus be shifted in part, at least, to 
the consumers of the products of the land. But, to repeat, if 
a portion of the net rent of land is taken by taxation, no land 
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is thereby driven out of use and thus the supply of products, 
or the amount of land service, is not reduced and price is not 
augmented. Such a tax would thus be borne by the owner. 

The relation which has been shown to exist between the rent 
of land and the price of land points to the conclusion that a tax 
which is levied upon land value, which is the customary form 
of land taxes in the United States, is in effect levied upon the 
rent of the land. The conclusion is the&J J^ taxes 

fall upon landowners and not upon tenants or consumers o f 
products. SucKT^^sconfiscate a portion of the net renToftlie 
land to the state. The state becomes a part owner of the land. 

This means that the selling price of land is lowered whenever 
a tax is levied or increased in amount. Thus with the net rent 
of a parcel of land at $400 per year, and expected to remain so, 
and the market price at $8000, on a 5 per cent basis, the imposi- 
tion of a permanent tax of $100 .per year would reduce the 
market price to $6000. A new purchaser of this land would 
thus, in effect, deduct $2000 from the price that he would other- 
wise pay. This sum at 5 per cent represents an income suffi- 
cient to pay the tax in perpetuity. The new owner thus buys 
free of the $100 tax. The owner at the time it was levied pays 
it in perpetuity. The government confiscated $100 per year, 
or $2000, from the person who owned the land when the tax 
was levied. 

It does not, however, follow from this that a new landowner 
is free of all taxes, and, therefore, in a favored position so far 
as tax paying is concerned. The rate of interest at which land 
income is capitalized is influenced by the general tax r fc ate. If 
the taxes that prevail reduce the net income from business 
operations by 2 per cent, the rate at which land income will 
be capitalized will be 2 per cent less than it would otherwise 
be. New landowners, along with other persons, are thus bur- 
dened by the general tax rate. But new landowners are not 
burdened by the taxes that are on the land. Their tax burden 
results from the effect which the taxes that the business com- 
munity pays have upon the rate at which income is capitalized. 
If a given parcel of land were entirely free of taxes, and were 
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expected to remain tax free, the tax burden of a new purchaser 
would be no less than if the land were heavily taxed. In either 
case, the tax-free income is capitalized to find the market 
price, and the new owner’s burden depends upon whether the 
rate of capitalization is high or low, not upon the portion of 
the land income which he buys. 

It follows from this that an old land tax is, in relation to 
other taxes, burdenless. Purchasers of land since the imposi- 
tion of the tax have bought free of it. Hence, it is not valid to 
compare the tax burden of landowners, if such taxes were not 
recently levied, with the tax burdens of manufacturers and 
merchants. Further, of course, it follows from the above analysis 
that any reduction in the long established taxes that landowners 
pay, is a free gift to such owners of a portion of the net income 
which they did not purchase when they bought the land. 

Rent and the Prices of Goods. — The question of the rela- 
tionship between rent of land and the prices of land products 
has been of interest to economists for a long time. Clearly 
the rent of land that is used for business purposes depends upon 
the prices received for the products, whether the land be d e- 
voted to agricultural, mercantile,,, or other us es. But does the 
causal relationship also run the other way? Are the prices of 
commodities dependent upon the amount of rent that is paid? 
.This question is often stated In terms of costs: that is, is rent a 
cost of production? But since the issue involved is one of price, 
it seems preferable to phrase it in price terms. 

This question is not merely of academic interest, it is also of 
practical importance. If the Tariff Board, for example, should 
wish to determine the price that home producers must get in 
order to be able to continue producing sheep, should the rent 
paid for sheep land be considered? That is, must the price 
received for wool and mutton be sufficient to cover the rent 
paid for sheep land, or is the rent of this land merely a result of 
the prices that are received for these products? Again, if a 
merchant attempts to justify the high prices which he charges 
on the ground that he has to pay a high rent, is his position 
consistent with the facts of the situation? 
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Economists generally have held that the causal relationship 
runs solely from price to rent, not from rent to price. They 
have been largely influenced in this opinion by the analysis 
given by David Ricardo in his Principles of Economics and 
Taxation , published in 1821. His conclusion was: “The price 
of corn is not high because rent is high, but rent is high because 
the price of com is high.” 

There are two problems here. One has to do with the relation 
between the prices of land products taken together and land 
rent; and the other is concerned with the relation of the prices 
of the various individual goods to land rent. Ricardo, it is 
said by some, was concerned with the first of these problems. 
It is argued that he considered corn, which is what we call 
wheat, as typical of all agricultural products. 1 Taken in this 
way his conclusion is thoroughly sound. If agricultural prices 
generally are high, the rent of farm land will be high, whereas 
if prices of agricultural produce are low, the rents of farm land 
will be low. 

But Ricardo’s analysis, whatever he may have meant, has 
been applied to the altogether different problem of the relation 
of the prices of individual products to the rent of land. The 
principle of substitution, the possibility of using land for any 
one of two or more purposes, makes it inevitable that the land 
rent to be derived in one use is a factor in determining whether 
it can profitably be used for some other purpose. If land will 
command a rent of one dollar per acre as pasture land for cattle, 
then clearly the price of wool and mutton must be sufficiently 
high to cover this sum in addition to meeting all other expenses, 
in order to warrant the use of land for the raising of sheep. 
That is, the rent which can be received in alternative uses is 
one of the factors that go to determine the supply of sheep 
and thus the prices of wool and mutton. 

The analysis as to the relation between the prices of indi- 
vidual products and the rent of land is identical with that in- 
volved in the case of the relation of wages to the prices of 
individual products. The prices of goods in general are not 

1 D. H. Buchanan in an unpublished manuscript takes this position. 
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high because wages are high, but wages are high because the 
prices of goods are high; however, in the case of any one particu- 
lar good, the wages that can be received in other employments 
and that, therefore, must be paid in this line of production are 
casual in determining whether the one good can be produced, 
and, if so, how large a supply of it can be produced profitably. 
That is, the wages that can be earned in any one employment are 
a factor in determining the volume of output and thus the price 
in any other line of production, for which the given grade of labor 
service can be used. If, for example, laborers can earn $5 a day 
in making chairs, then they cannot be employed at producing 
tables unless the prices of tables are sufficient to permit an 
outlay of $5 per day in wages. Thus the wages that may be 
secured in manufacturing chairs is a factor in determining the 
supply of tables and thus the prices of tables. The situation is 
exactly comparable to this in the utilization of land. Since 
most land may be turned to one of several different uses, the 
rents that may be derived in any one use becomes a factor in 
determining IggQ o r some other 

purpose, and, is thus a factor in determininglihe prices of such 
products. 

It follows f rom this that if land has only one possjbkny&e, the 

rent is in no way a causal facto'r'Tii the d^^ 

If a given area can be used only for the pasturage of sheep, the 
renJx^TOdjdU, ( b^a, result pf,th§j^ces , 

mutton. It is only the alternative use that is a factor in the 
limitation of supply in any one line and thus an element in the 
determination of price. Hence, if land would command a rent 
of 50 cents per acre if used as a cattle range, the best alternative 
use, but actually returns a rental of one dollar per acre when 
used for sheep pasture, only a charge of 50 cents per acre is a 
factor in the determination of the price of sheep. 

Similarly, of course, in the matter of wages. If there is only 
one task which a person can perform, the wages which he can 
receive will depend upon the price which the product will fetch. 
The causal connection will run entirely from the price of the 
product to his wages; but if he can turn from one occupation 
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to another, then whether he can afford to do one task will de- 
pend upon how much he can make by doing another. The 
wages that he might earn in one occupation thus become a 
causal factor in determining the amount of product in other 
lines of employment and thus the prices of such products. 

The traditional defense of the position that rent is not a 
factor in the determination of the price of any particular com- 
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easily than can the persons on marginal land forsake it and 
take up employment elsewhere. Our experience clearly proves 
this. It is by the extension of production in one line and the 
curtailment of output in another by the producers on rent- 
bearing land, rather than by taking up free land, or abandoning 
marginal land, that the supply of the various products is ad- 
justed and their prices determined. The increments of supply 
from marginal land are of some importance in this connection 
but they do not begin to compare in significance as price influ- 
encing factors with the marginal increments of supply of the 
various products that are found on perhaps every parcel of 
land. Thus the argument that prices are set at the no-rent mar- 
gin is unsound and of no validity in supporting the conclusion 
that rent is not a factor in the determination of prices. 

A recent study of the number of acres of land devoted to each 
of the eight major crops in the United States verifies this \ 
analysis. It shows marked changes from year to year in the 
acreage of individual crops, but the increases in the acreage of 
some are approximately the same as the decreases in the others . 1 
Hence the conclusion is in line with that already given: The 
variation in the supply of individual crops comes from transfer- 
ence from one crop to another and not from the extension and 
contraction of cultivation. 

The argument in question is equally unsound when stated in 
terms of the no-rent intensive margin. It is not by using farm 
land or city land more intensively one season and less inten- 
sively another that the prices of the various products are in- 
fluenced through the adjustment of supply to demand. Trade 
journals do not report as follows: “Owing to a slackening in 
demand for Japanese parasols merchants may be expected to 
use their building sites less intensively this coming season 
nor do they say: “Owing to the low price of corn farmers are 
spending less time in their corn fields than in previous seasons.” 

1 See article by the present writer, “Land Rent and the Prices of Com- 
modities/’ in the American Economic Review , June, 1927, Vol. XVII, p. 219. 
Statistical data were given in this article to show that changes in supply at 
the intensive margins are also not important in the determination of price. 
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What is said or implied is that merchants are turning from one 
line of goods to another, or that farmers are devoting them- 
selves to certain crops rather than to others. 

In the study already referred to, an investigation of the pro- 
duction of corn per acre over a period of years led to a conclu- 
sion in line with that given above; namely, that differences in 
intensity of cultivation are not responsible for changes in the 
volume of a crop from year to year. 

This analysis may be summarized by saying that the marg in 
of transference is far more significant in the determinatiomof. 
theprTc^^ than are the extensivej&nd 

Themtensive margins. The margin of transference is not a no- 
rent margin. Hence, to repeat, the argument that rent does not 
influence price because price is set at the no-rent margin is not 
valid. 

The central idea in the analysis that has been given here as 
to the relation of rent to price, is the same, it will be recalled, as 
that which appears in the chapters devoted to the study of 
prices. One reason for repeating it is that an appreciation of the 
fact of alternative choices is most fundamental to an under- 
standing of pricing and thus necessary to an understanding of 
our economic society. The alternatives that are open to con- 
sumers, on the one hand, and to laborers, money lenders, and 
business men, on the other, lead to such adjustments of supply 
in the various lines of production that the prices of the various 
products come to be as they are. The making of alternative 
choices in the utilization of land is merely one aspect of the com- 
petitive choosing by business men that is such a marked feature 
of our economic life. The rent to be derived in the various uses 
is the most imDortantia^rin^ ^^^S ISi5ouS£^S5i^ 
lar use t o which la nd is put, and is thus of marked significance 
inthec^ prices of the various products. 

Rent as a Source of Private Income. — Many persons hold 
that we should not permit land rent to be a source of private in- 
come. Land rent, by which we mean net or pure land rent, is 
payment for space on the surface of the earth. It is not payment 
for personal service, nor for the loan of money, nor for the risk 






438 


DISTRIBUTION OF WEALTH 


of enterprise; it is separate and distinct from wages and interest, 
and from profit in business. It is merely a toll which the land- 
owners are able to charge for the use of their land, as a result of 
the pressure of population. What is commonly called land rent, 
as noted earlier, is gross land rent, and includes payment in the 
form of wages, interest, and profit as compensation for service 
rendered. But net land rent is a non-service payment. Hence, 
the conclusion is reached by the persons alluded to, that the 
payment of pure land rent to private individuals is in violation 
of the principle that one should get economic income only by 
rendering service to the community. Pure land rent, so the 
argument runs, should go to the government and be used for the 
common benefit. 

It is not possible, of course, to abolish land rent. Land is 
scarce and it can be allotted to users only on the payment of a 
price. If the government owned all of the land, rent would 
have to be charged in order to determine what persons should 
use the various tracts. Even in a system of communism — in 
which there is no private property — residential sites could be 
allocated among the various families only on a basis of rent 
charges, if justice were to prevail. If equality in income were the 
rule, the families who were permitted to occupy the choice sites 
would be given less in food, clothing, or automobiles than were 
the families who occupied the less desirable sites. This difference 
in other things would measure the land rent of the choice sites. 
Land rent is inevitable wherever population is so dense that more 
than one person would like to have any one plot of ground. But 
it is not necessary, however advisable it may be, that the net 
rent of land should be enjoyed by private individuals. 

There are two general methods by which land rent might be 
secured by the government. First, the land might be owned 
collectively and leased to private firms or individuals. The rent 
paid by the leasees would then go at once into the public treas- 
ury. Second, land might be privately owned and a tax cor- 
responding to the amount of the rent be imposed upon each 
parcel of land. The owner would thus collect the rent, or re- 
ceive it in his business, and then remit it to the government. 
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It might appear that there would be no point to owning land 
if the tax on it were equal to the rent. Certainly absentee own- 
ership would not profit one in such a case. But in order to 
have control of a site on which to earn wages, interest, and prof- 
its it would be worth while to own land even if all of the net rent 
were taken by the government. Such land ownership would be 
comparable to holding land under lease. Of these two methods, 
the latter, or the tax plan, has more support from those who ob- 
ject to the private receipt of rent than has the proposal for gov- 
ernment ownership of land. But there are marked differences 
of opinion as to the extent to which taxes should be imposed. 

The most noted attack in recent years on the private receipt 
of rent was made by Henry George, an American writer, in a 
book, Progress and Poverty , which was published in 1879. He 
took the position that the private receipt of land rent leads in- 
evitably to poverty on the part of the non-landowning portion 
of the population. Since industrial progress tends to increase 
land rent, his conclusion was that progress and poverty are 
inseparable so long as land rent is a source of private income. 
He proposed that all, or practically all, of the land rent should 
be taken from the owners by taxation. 

As a corollary of this proposal, George held that all other 
taxes, which come necessarily from wages, interest, or profits, 
should be given up. In other words, his program called for a 
tax upon land alone. The proposal thus came to be called “the 
single tax,” and George and his followers were called “single 
taxers.” 

The advocates of the single tax, or of very heavy land taxes 
without necessarily giving up all other taxes, have carried on 
very vigorous campaigns both here and abroad during the past 
decades. Their zeal has not been entirely unrewarded, as will 
be noted presently, but in view of the goal which they set they 
have failed lamentably. The principal reason for this is that 
their proposal calls for the confiscation of present property rights 
in land. 

There is thus stanch opposition to the proposal on the part 
of landowners, who alone make a very formidable group. Their 
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numbers are augmented by property owners who, although not 
owners of land, fear that a policy of confiscation of property 
rights in land might be later extended to the confiscation of other 
forms of property. And, in addition to those who are thus 
selfishly interested in opposing an increase in land taxes, many 
disinterested persons oppose the principle of confiscation. 
Granted, they argue, that net land rent is a non-service pay- 
ment, an unearned income, yet to the present owners of land it 
may be as truly a service payment as is any form of income. 
This may come about as a result of the purchase of land. 

Assume that a person has earned and saved $10,000. He may 
then be said to be earning the yearly income, say, $500, which 
results from its investment. Hence, if this sum ($10,000) is used 
to purchase land with a net rental of $500, the rent is an earned 
income to the purchaser, and for that reason should not be 
confiscated. The rent may not, however, have been thus earned 
by the person who has just sold it. He may have bought it for, 
say, $100, the preceding year and an unexpected development 
may have raised its price to the figure indicated. If this is the 
case, the $10,000, or practically all of it, will be unearned by the 
seller of the land. If then he invests this sum in a steel mill, his 
income from the steel industry will be unearned. Hence, it will 
have come about that the income from the land will be earned 
by the recipient thereof and that the income from the highly 
important work of making steel will be unearned by the indi- 
vidual receiving it. The confiscation of the right to receive 
land rent, in such a case, is clearly indefensible. It is only 
as landowners can be found with land values that they did not 
purchase — with land rents that have accrued to them as wind- 
falls — that a plan to confiscate them to the use of all of the 
people of the community, by means of taxation, can be justified. 
And, then, of course, it is only the windfall — the “ unearned 
increment” — that can properly be taken. 

As a result of such considerations, the attack upon the private 
receipt of rent came to be largely confined to a demand for the 
special taxation of the increase of land value. This idea came into 
vogue during the early years of this century. It soon appeared, 
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however, that the taxation of an increase in land rent, or land 
value, might easily be confiscatory. The market price of land, 
as explained above, is the present worth of the expected yearly 
rentals. Thus if rentals are expected to increase, the purchase 
price is thereby augmented, and to decree that such later in- 
creases in value will be confiscated will necessarily depress the 
present price. This fact was not appreciated for some time 
after these proposals were first made. For example, Lloyd 
George, the English statesman, in his campaign for the “un- 
earned increment’ 7 tax in 1909, declared that the aim was to 
take all of the increase in value but not one farthing from the 
present value. Obviously, this was impossible if it was at all 
expected that land would increase in value. Expected increases 
in value enhance the present price. Thus to arrange to confis- 
cate the anticipated future increments will reduce the present 
value. 

Reflection also showed that even if land is not definitely 
expected to increase in value, a provision that any increase will 
be taken by the government will tend to depress the present 
price. This comes from the fact that even a remote possibility 
of an increase in value is a factor in setting the price of land 
to-day. To remove the possibility of gain would thus lower 
present land prices. Rut present values in such a case would, 
of course, not be affected nearly so appreciably as when in- 
creases in value are definitely expected. 

The effect of definitely expecting land income (or value) to 
increase is also very important for our problem from another 
point of view. That is, it is possible that the increase in value 
may have been so accurately anticipated at all times that a 
rise of value from zero to an inordinate sum would not have 
permitted any owner to receive more than a normal rate of 
interest upon the money invested in the land. In other words, 
the rent received may have been earned income, upon earnings 
made in business, to all persons who may have owned the land 
in question as it rose in value. Let us suppose a somewhat 
unreal case to illustrate the point. If a given acre of land 
yields 20 cents net rent for the present year and if the rent is 
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definitely expected to increase by 3 per cent each year for an 
unlimited period, the market price of the land will tend to be 
$10 during the year in question, if 5 per cent is the rate 
of capitalization that the market uses in computing land value. 
The current income is capitalized at 2 per cent. This rate, plus 
the appreciation in value of 3 per cent, makes a total of 5 per 
cent on the sum thus set. The value of this land would be, 
then, $10 the first year, $10.30 the second, $10.61 the third, 
and so on, the value appreciating 3 per cent each year. 
Under such conditions, whether the land were held by one man 
over a long period of time or bought and sold very frequently, 
the income and the added value would amount to only 5 per 
cent per year on the sum paid for the land, even though the 
price rose from $10 to $100,000. 

It is also interesting to note the problem of public owner- 
ship in such a case. When the land is worth $10,000, can it be 
said that the city or state should have purchased it when it 
was worth only $10? Under the conditions assumed the gains 
and current rent would have amounted to only 5 per cent in- 
come, whether the land were held by the government or by a 
private owner. There is, however, an additional consideration 
in the case of government ownership. The cash income, as 
assumed, is only 2 per cent per year, the appreciation in value 
being 3 per cent. To buy a tract of such land for $10,000, with 
money raised by selling 5 per cent bonds, would thus mean a 
yearly outgo of $500 for bond interest and a cash income of 
only $200 from the land. The following year the cash income 
would be $206, but it would not be until thirty-one years had 
elapsed that the rent from the land would amount to $500, and 
thus equal the outgo for interest on the bonds. Thereafter, of 
course, the yearly cash income would exceed the interest ex- 
pense. Thus the purchase of such land by the city would mean 
that the taxpayers of the first thirty-one years would be assum- 
ing a net expense for the benefit of later taxpayers. 

This leads to the question as to whether a city could afford 
to keep such land if it should acquire it by gift. To sell it for 
$10,000 and loan the money at 5 per cent interest would bring 
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a cash income of $500 per year, but the land would not yield 
such a yearly income until thirty-one years later. If the city 
should hold such land it would be discriminating against the 
present taxpayers in favor of those of the future. 

But, of course, the future increases in land value are not 
always accurately anticipated, and as a result of this lucky 
buyers are enabled to make large 11 unearned” gains. The basis 
fo r many of the lamest American fortunes came from the gai n 
in land value which the^aihn^ at TheJiim e 

the for tunate persons acquired the land. _JI he very high prices 
now attached to the choice sites in perhaps all of our two hun- 
dred largest cities represent large unearned gains to early in- 
vestors. Likewise, the enormous gains from oil lands are almost 
all windfalls to the lucky owners of the land at the time oil 
was found. Similarly, the rent from many mines has not been 
anticipated from the beginning. To provide that such wind- 
falls should be taken by the government when they accrue in 
the future would not depress present land prices, and thus 
would not confiscate property rights. 

The problem, then, if it is desired to turn unearned increases 
in rent into the public treasury, is to exempt such increases as 
are anticipated. Since anticipated gains are capitalized (dis- 
counted) at the rate of interest that is applied to land invest- 
ments, with a deduction for current rent, if any, it follows that 
a provision to tax all increases over such rate of interest would 
not depress the present price. Thus, in the illustration used 
above, a provision that any increase in rent (or value) over 3 
per cent per year shall be taken by the state would not have 
affected the price of the land. Or, if land were lying idle, a 
provision to tax away any increase over 5 per cent per year 
would not lower the market price, if 5 per cent is the rate of 
capitalization used in computing the price of land. With a 5 
per cent rate, land cannot be expected, by the market, to in- 
crease more than 5 per cent per year. Such a condition is 
mathematically impossible. The future expected price and the 
present price are necessarily tied together by the current rate 
of discount. Hence, to provide that gains of more than 5 or 6 
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per cent per year shall be taxed away would permit the govern- 
ment to secure the unusual gains and would not confiscate any 
of the present value of land. 

Further, if a campaign for such taxation should be carried on 
for a period of years, and should be expected to result in a con- 
fiscation of all of the increase in value, land prices would have 
been so adjusted that it would not be necessary to exempt any 
portion of value increases in order not’ to confiscate the rights 
of the then owners. The persons who had owned land at the 
time that it came to be expected that all increases in value 
would be confiscated would be the ones who suffered. The new 
owners would have purchased in expectation of the new laws. 

Special taxation of increases in land value has been provided 
in England, western Canada, Australia, and many European 
cities. 

Although it is not conceived as a special tax on the increase 
in land value, the general property tax does have this effect, 
as noted in Chapter XLIX. The reappraisals that are made 
from time to time usually mean, especially in cities where land 
values are increasing rapidly, that the tax receipts from land 
are increased, and thus that a portion of the increase in rent is 
converted into the public treasury. 

Private vs. Government Land. — Whether it would have 
been well for our government to have retained title to the land 
and leased it for use, is an interesting question. The lure of 
expected land rent certainly encouraged migration to the West 
during the whole of the past century. Private ownership may 
thus be credited with having hastened the settlement of the 
country. The land would eventually have been settled even 
under a leasing system, but the process would have been slower. 

The private ownership of agricultural land has a marked 
advantage over government ownership. The maintenance of 
the fertility of farm land is of great social importance, and it is 
reasonable to believe that perhaps no system of government 
leasing would lead to the exercise of the same degree of care 
that is found under private ownership. Tenants would, under 
such a system, receive wages, interest, and profit, but they could 
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not look forward to gain as a result of an increase in land value. 
Further, except the leases were for long periods of years they 
could not be confident of their ability to hold the land, and thus 
would be deterred from attempting to conserve or improve the 
fertility of the land. Then, too, under government ownership 
the task of allotting land to tenants and supervising the use of 
it must be borne by the government. This work is now per- 
formed by the landowners. The rent which farm owners get 
is not large and, especially, the net, in addition to the payment 
for such service, is not large. Thus our society as a whole has 
perhaps not paid more for the directive work of farm owners 
than it would have paid under government ownership. Then, 
too, as just argued, the agricultural product under private 
ownership has undoubtedly exceeded the product that would 
have been realized under government ownership. 

In the case of city land, a system of long term leasing might 
have been entirely satisfactory. That this would perhaps not 
have deterred the improvement of land is evidenced by the fact 
that some of our largest buildings are erected on land that is 
leased, not owned, by the firms that own the building. Govern- 
ment ownership and leasing would have left no place for the 
work of the real estate promoter in developing “additions.” 
Large tracts of land of our large cities would then not have been 
withdrawn from agricultural use long before the land was needed 
for building sites, and the energy of lot salesmen would have 
been available for productive work. In general, city develop- 
ment would perhaps be carried out much better under govern- 
ment ownership of the city land than under private ownership. 
The releasing of land under government control would, of 
course, give to the city treasury the benefit of the increase in 
land rent. 

In the matter of land containing oil and gas there seems to 
be no question at all as to the advisability of government 
ownership. The record of the waste of these two valuable prod- 
ucts under private ownership in the United States is appalling. 
Competitive drilling into single pockets of gas and oil, when 
one well would have drained the entire area, has been not only 
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wasteful of labor and m^riak-jequired for drilling, but has 
led to enormous wastea^Lp roduct. Th e permitting of privat e 
ownership and operation in these fields has been a tragic blunder 
oh the a Qn i^Teo^ BM Qt' ThWU ni t e (TSHIesT^ 

The reco^ mTEe^ase of our mineral 

deposits is far from being as bad as in the case of gas and oil. 
But especially in the mining of soft coal conditions have long 
been deplorable. The over-development of the industry under 
the quest of profits has led to chronic unemployment and has 
been productive of great bitterness on the part of the miners. 
Ownership by the government of all mineral, oil, and gas de- 
posits could easily have been secured without altering the 
general policy of private ownership, by specifying in the deeds, 
as is done in Canada, that all such elements beneath the land 
are reserved to the government. 

The portion of the total national income that accrues to land- 
owners is very considerable. As given in a following chapter, 1 
land value, exclusive of improvements, is estimated to make up 
over one-third of the total wealth of the nation. But this would 
mean that the income accruing to landowners is far less than 
one-third of the total national income, since non-property in- 
come is a large part of the total. 

PROBLEMS AND EXERCISES 

203. Consider the rent that is charged for rooms. Estimate the 
portion of this that is pure land rent. 

204. If the price of potatoes is $1.10 per bushel, what sum would 
be paid for the use of an acre of land that yielded 200 bushels of 
potatoes at an average cost of $1.00 per bushel? Would the tendency 
be for any of these bushels to cost the producer $1.10? Explain. 

205. (a) If the price of corn is 95 cents per bushel over a period of 
time, what will tend to be the cost of producing corn on the poorest 
land that is being cultivated? Why? What is such land called? 

(6) What will tend to be the cost of production at the intensive 
margin? Upon what land will corn be grown at the intensive margin? 
Explain. 

206. “Rent is due to the fact of diminishing returns.” Is this 
true? Discuss. 


1 Chapter LVL 
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207. A certain piece of land yields 20 bushels of wheat per acre, — 
the expenditure per acre being $10. With land on the margin of cultiva- 
tion yielding 10 bushels for the same expenditure, and with the rate of 
capitalization 5 per cent, what value would an acre of the 20-bushel 
land tend to have when there was a tax on it equal to 80 per cent of 
the rent? Put down in your answer each step in the solution, and ex- 
plain fully. (Taylor.) 

208. If land income is capitalized at 5 per cent, what will be the 
effect upon the value of a parcel of land if a tax of $100 per year is 
levied upon it? Explain. Why is it that a land tax cannot be shifted 
to the consumers of the products of land? 

209. Why should a long standing land tax not be reduced? By 
what argument might the owner insist upon a reduction? Illustrate. 
Examine his case. 

210. (a) Assume a case in which the rent of land used for growing 
corn will be a factor in determining the price of corn. (6) Assume a 
case in which the rent of land that is devoted to growing corn is not a 
factor in determining the price of corn. 

211. “Price is set at the margin.” “Price is set at the margin of 
cultivation.” Are these two propositions the same? Explain. 

212. Give a case to illustrate the influence of the margin of trans- 
ference upon the price of a commodity. 

213. (a) What is the argument by which the conclusion is reached 
that private individuals should not be allowed to receive land rent? 
(6) Construct an argument to the effect that it is desirable that private 
individuals should receive land rent, (c) Give another argument to 
the effect that rent should not have been permitted as a source of 
private income, but that since this was begun justice requires that the 
custom should be continued, in part, at least. 

214. If the income from land and its value is increasing by 3 
per cent a year and if land income is capitalized at 5 per cent, what 
will a piece of land be worth that is bearing a rental this year of $300? 
If money was borrowed at 5 per cent to buy this land, how many years 
would have to elapse until the income became equal to the yearly 
interest payment on the amount borrowed? 

215. “Sixty years ago the state should have purchased a large 
quantity of land and held it for school purposes.” Discuss the bearing 
of the rate of interest, the increase in value, and the interests of the 
taxpayers of one generation as compared with those of another in de- 
termining the proper procedure in such a case. 

216. “The price of land has gone up and so the landlords are ask- 
ing more rent.” Is this reasonable? Explain. 
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PROFITS 

Terminology. — Profits is another term in economics that is 
used to express more than one idea. In its most general sense 
it means the money returns above expenses from a business 
venture, or, in other words, total receipts minus expenses. But 
within this general meaning there are many different meanings 
depending upon the items that are included as expenses in com- 
puting profits. Thus a fanner might say that the profits from 
a year’s operation of his farm amounted to $4000, meaning 
that this sum of money remained after all money payments had 
been made. In such a case, the $4000 would include the wages 
of the farmer, interest on money invested in farm equipment, 
and rent from the land. Another farmer in computing his 
profit might exclude any, or all, of these items. Perhaps the 
usual use of the term in the case of business units that are in- 
dividual proprietorships is as in the case of the farmer first 
referred to above; namely, to include the wages that might be 
imputed to the owner-manager, and the interest and rent that 
might be imputed to his holdings. 

Corporations follow various methods in arriving at what they 
call their “ profits.” Wages of managers and of other laborers 
are normally not included as part of profit, for corporations 
almost invariably pay out money for such services. The direc- 
tors of a corporation, however, may render conspicuous personal 
service for which they are not paid. To the extent that this 
is true, the profits item will include wages that might be im- 
puted to the directors. This would not mean, however, that 
what are called profits are thereby less truly profits to the cor- 
poration. The receipt of the free service augments the total 
profits. 

Imputed interest on the investment of the corporation, part 
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of which may be land rent, is usually included in “profits.” 
Thus to say that a corporation has made 15 per cent profit 
normally means that it has earned above outgo an a mount 
equal to 15 per cent of the capital stock. If interest upon the 
capital stock be reckoned at 6 per cent this would mean that 
excluding imputed inte rest, the rate of profit would be 9 per 
cent. 

If the item called profit includes an amount that could be 
imputed to labor service as wages, or to owners as either interest 
or rent, economists commonly describe this as gross profit . 
Net profit is, accordingly, said to be the amount remaining to 
the owner of the enterprise after deducting such sums as may 
be imputed as wages, interest, or rent. The amount to be 
thus imputed depends upon the wages that the manager-owner 
might have received as an employee, or the interest or rent that 
he could have secured by permitting other persons to use the 
property in question. In other words, net profit means the net 
re turn to an entrepreneur after providing compensation for all 
of the labor, capital/an dl^ 

’ neTmcometo theenf^ 

of his income as a laborer, capitahst/o^ profit 

is thus the income received for uncfertaldng a Business venture 
— for assuming the risk in an enterprise — provided the under- 
taking is successful. 

Losses are the counterpart of profits. And as is true of the 
word profit, the term loss is used in several different senses. If a 
net profit is not secured, but if imputed wages, interest and rent 
are earned, the result is not commonly said to be a loss. Nor 
is a loss usually said to occur if nothing is received as imputed 
wages, interest, or rent, provided the property ownership is not 
impaired, although, of course, the statement is often made 
that one has lost wages, or interest, or rent as the case may be. 
As corporations usually count profit as any return in excess of 
outgo without regard to imputed interest or rent, so they 
commonly regard loss as an excess of expenditure over re- 
ceipts. 

The amount of profit or loss is stated in terms of dollars or as 
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a percentage of the amount of property involved. Computed 
as a percentage, different results are derived, obviously, as the 
base used varies. Among the bases commonly used are the 
amount of money actually invested, or, in the case of a corpo- 
ration, the common stock, the preferred stock, or both, or these 
items plus the amount represented by long term bonds. Per- 
haps the usual practice among corporation accountants is to 
allow for interest on bonds, and dividends upon preferred stock, 
and regard the amount then remaining as profit upon the 
common stock. The different possible methods of computing 
the rate of profits has led to the practice of specifying the base 
in reporting the rate of profit. Likewise, loss as a rate may be 
computed on different bases. For this reason it is also a common 
practice to specify the base used in any particular case. 

As implied in the foregoing, business profits are residual — 
not contractual sums. The other shares in the distribution of 
a nation’s economic income — wages, interest, and rent — are 
usually stipulated by contract in advance of the receipt of the 
service for which they are to be paid. The exceptions to this 
rule are found when one works for himself or uses his property 
in his own business. Contracts are sometimes drawn in which ^ 

one partyj sjqjcam profilA LJBut 

this is using the term in an unusual and, there fore, a som ewhat 
unwarranted sense. 

The Causes of Profits. — Profits are very largely attributable 
to two conditions of economic life; namely, (1) the changes that 
take pl ace in supply and demand relationships, and (2) the 
di fferences that prevail in the business ability of men . The 
first of these may properly be regarded as the primary cause of 
profits and the other as a secondary cause. 

Changes in Supply and Demand Relationships. — If there 
were no changes in economic conditions — if weather conditions 
were unalterable, if the number of persons never varied, if the 
products and services that are offered for sale at particular 
prices were always the same, and if the demand for products 
and services were unchanging — in short, if the supply and de- 
mand conditions in every line of economic endeavor always re- 
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mained the same, there would be no profits, and neither, of 
course, would losses ever occur. Under unvarying, unchanging 
conditions or, what amounts to the same thing, regular, orderly, 
predictable change such as the day by day variation in the 
period of sunlight throughout a year, the entirejsocial income 
would be divided into three parts , wages^ interest, and rent . 
This is apparent if one assumes changeTtobecomeless^Tl^s 
marked over a period of time until a condition of no further 
change is reached. During such a period business men would 
turn from the less profitable to the more profitable lines of 
business, and as this movement went on, wages and interest, 
and rent would be bid up until profits were eliminated. 

But nothing could be further from truth than an assumption 
of unchanging or predictable conditions. The most patent fact 
of life is that changes are ever taking place — that new situ- 
ations are always arising. The physical structure of the sur- 
face of the earth is constantly undergoing change, weather 
conditions vary from year to year, animal and vegetable life 
alters constantly — all things are forever changing. The number 
of persons, the wants which they have, and the means which are 
available to satisfy them are in constant flux. The goods and 
services which are offered for sale vary from time to time in 
kind, quantity, and price, and the goods and services which 
people wish to buy and the prices at which they can or will 
take them are likewise subject to constant alteration. 

It is in these changes that the opportunity for profit and the 
possibility of loss reside. For, it is because of them that the 
competitive forces fail to bring selling prices and cost prices 
into such a relation to each other that profits would be elimi- 
nated. The monopoly profits that come from trade secrets, 
patents, or the good will of the public are due to the changes 
that have recently transpired. Further, as prices alter, as 
selling prices rise or cost prices fall, profits result; and as op- 
posite changes take place losses occur. As new articles tap 
new demands at prices above costs, profits are made by the 
business men who are in such fields, and losses are the lot of 
those whose former patrons purchase the new commodities. 
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sarily offer the greatest opportunity for profits and the greatest 
chance of losses. A war, if it is of considerable proportions, 
enables the persons who are engaged in “essential” industries 
to command high prices and to reap large profits, while those 
whose lines of production are not essential to the conduct of the 
war may suffer very heavily because of the shift in demand 
away from their products. A buying mania of any kind brings 
profit to sellers and losses to the would-be sellers who lose their 
markets as a result of the new buying. A land boom, for ex- 
ample, brings profits to land dealers and to all auxiliary sellers, 
but by directing spending away from accustomed lines tends 
to cause losses in other fields. 

(2) Rising Prices. — Periods oiling nr i usual ly 
accompany wars — general^augment profits, for if prices are 
rising, finished products, being later in point of time, are sold 
on a price level above that on which equipment, materials, and 
other requisites to production are purchased, and almost any 
good can be resold at a later date at a price above its cost to 
the seller. Profits from rising prices tend to be somewhat 
general throughout a community, that is, the losses that often 
accompany profits, as noted above, do not normally take place 
in a period of rising prices. A marked exception to this general 
rule is found in the case of industries whose prices are fixed by 
law or by public authority and hence are prevented from rising 
as freely as costs do. Public utilities may thus suffer heavily in 
a period of rising prices. 

Data showing profits in America during the European war, 
which was accompanied by a marked rise in the price level 
fromj.914 to 1920, illustrate the above analysis. Mining and 
-Manufacturing corporations earned in 1917 three and a half 
times as much as in 1913, which was the highest pre-war year. 
The profits enjoyed by wholesale and retail firms during this 
period were very substantial, but somewhat less than the rate 
received by mining and manufacturing corporations. Financial 
corporations (banks, insurance companies, and closely related 
institutions) gained less than the mercantile firms, while rail- 
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roads and public utilities suffered considerably after 1916 and 
1917. 

The railways and public utilities gained during the first 
years of the war because of the increased patronage which they 
enjoyed, but from about 1917, their increased expenses, as a 
result of the rising price level, together with the pre-war rate 
schedules led to heavy losses. There were some increases in rates 
in 1918 and 1919 but on the whole they were not considerable. 
Twenty-four selected public utility corporations show net earn- 
ings as follows for this period: 

TABLE 13 

Net Earnings of 24 Public Utility Corporations 1 


Year 

Net Income 

1913 

$ 91,152,373 

1914 

92,184,608 

1915 

109,875,718 

1916 

124,497,517 

1917 

110,453,890 

1918 

90,968,565 

1919 

92,582,364 


The 1918 earnings were thus far below those for 1916 and even 
lower than those for 1913. The earnings for 1919 are but little 
better being only approximately equal to those for 1914. The 
rising price level was bad for these corporations. This situation 
is also shown in the prices of railway stocks. Twenty railway 
stocks averaged $76.22 per share in 1920 as against $113.69 
in 1913. In striking contrast, twenty industrial stocks averaged 
$103.49 in 1920 as compared with $65.71 in 1913. The one 
group fell $37.46 per share and the other rose $37.78 per share 
during these seven years. 2 

A period of falling jorices te nds to cause losses, or a t least to 
bring a marked check to ttec^^nua^n^of profits. ex- 

1 David Friday, Profits , Wages and Prices , p. 169. 

2 Friday, ibid., p. 22. 
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ception here is again the industry whose selling prices are fixed, 
but whose costs fluctuate with the general price level. 

(3) New Lin es of Industry ^ — As already indicated, the de- 
velopment of new lines of industry offers great opportunity for 
profit, as the new products may meet with such popular ap- 
proval that their prices can be set considerably above their 
costs. Thus the development in America of the steam railways, 
the oil industry, the telephone and telegraph, street railway 
transportation, electric light and power, and the automobile, 
has led to the acquisition of profits sufficient in many cases to 
amount to colossal fortunes. But, of course, the projection of 
new lines of production that are not successful involves losses. 
These, however, are but little heralded. 

In general, the past sixty years (1868-1928) have offered 
unusual opportunities for the making of profits. These years 
have been very unique in the world’s history in the degree to 
which changes have taken place in the economic realm of life. 
New inventions, new methods, new articles, and a changing 
and constantly expanding demand have been marked charac- 
teristics of this period, and profits — large profits — have been 
their concomitant. 

Business Ability. — The changes in supply and demand that 
have been noted above give opportunity for the making of profit, 
but in almost all cases the exercise of business judgment is 
essential to the securing of profit. In some cases, to be sure, 
profit represents mere chance or luck, — a throw of the dice; 
but perhaps in most cases keen business judgment is involved. 

In a given situation some persons will sell, others will buy; 
some will adopt new methods, others will refuse to do so; some 
will extend operations, others will not; some will enter new 
fields, others will stay in the old ones; some will follow one labor 
policy, others another; and some will advertise much, and 
others not at all. The later profit and loss accounts of these 
different men will show the business merit of the decisions that 
were made. 

Not only are there momentous decisions that must be made 
occasionally, and that vitally affect the business success of an 
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individual or firm, but every one of the many day by day de- 
cisions that a business manager makes tends to alter the profit 
or loss of the enterprise. Indeed, the very fact that a problem 
exists — that alternative choices are possible — normally 
means that results will be altered as one or another decision is 
made, for seldom are alternative choices identical in all respects. 
And in making a decision in business, or elsewhere, there is no 
golden pattern. The decision that should be made will depend 
upon the total situation and that is forever changing. 

Imagination, initiative, analytical ability, courage, ruth- 
lessness, and honesty are among the factors that determine the 
decisions. As situations differ, now one and now another com- 
bination of these qualities will make for success or failure. A 
high degree of courage, for example, may in one instance lead 
to large profits and in another lead to heavy losses. Dishonesty 
and a ruthless disregard of the rights and interests of others are, 
of course, outside the pale of ethical business conduct, but 
unquestionably these qualities have often contributed to the 
acquisition of profits of enormous proportions, and, they also 
have often led to severe losses. Although there is considerable 
evidence to the effect that business conduct is becoming more 
and more ethical, dishonorable practices must still be reckoned 
among the factors accounting for the success of certain men, 
and, as well, for the failure of others. 

Th e relation between business ju dgment and profit is similar 
to the relatio n between speed and victor y ima- foot race; there 
must be differences amo^' tM^ontestants if one is to win. 
Winning depends merely upon one’s prowess relative to the 
others and not upon the absolute degree of skill which the 
group of contestants possess. If all business men had perf ect 
business judgment, profits wo uld not exists Such judgment, 
bym supply and demand relations 

would completely negative all of their effects; it would be as 
if there were no changes at all. That is, to the extent that 
business men have good judgment they tend to prevent each 
other from making profits. If a dozen men, or even only one, 
had duplicated the judgment of Henry Ford at every stage in 
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the early development of his enterprise, Ford’s business could 
not possibly have assumed the proportions that it has. His 
enormous profits have come because of the superiority of his 
judgment and that of his co-workers, as compared with the 
judgment of other business men. 

The validity of this analysis is not impaired by the fact that 
all of the persons in one field of business may receive profits or 
suffer losses at the same time. Thus in the farming industry in 
which the product of one farmer cannot be distinguished from 
the product of another, a group of farmers or all of them tend 
to gain or lose together depending upon the general state of the 
crops as compared with the market for them. But this means 
only that in some one season all of the persons who decided 
to sow wheat, for example, exercised better judgment than did 
other farmers and other business men who decided not to grow 
wheat during the season in question. 

TABLE 14 

Rate of Earnings of 237 Shoe Manufacturing Firms, 1917 1 


Per Cent of Earnings 
on Investment 

Number of 
Firms 

142 

1 

98 

1 

76 

1 

60-69 

4 

50-59 

3 

40-49 

16 

30-39 

41 

25-29 

27 

15-24 

75 

0-14 

60 

Loss 

8 


The relation between business judgment and business success 
is also illustrated by the relative earnings among the firms in 
one industry. The Federal Trade Commission made a study 

1 Federal Trade Commission, Report on Leather and Shoe Industries , 
August, 1919, p. 103. 
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of the earnings of 237 firms engaged in the manufacture of shoes, 
covering each of the four years 1914-1917. The situation in 
1917 was typical for these years. In that year the distribution 
of firms according to earnings on net investment as computed 
by the commission was as follows: 

The rate of earnings varied all the way from losses to 142 
per cent on the investment. Seven of the 237 firms earned 60 
per cent or more, and 8 suffered losses. The differences among 
these firms were very marked. 

The element of management in the success of the enterprise 
is further emphasized by noting that there was not among these 
firms, any relation between size of plant and rate of earnings. 


TABLE 15 

Rate of Earnings on Investments of 237 Shoe Manufacturers 
Grouped According to Amount of Investment, 1914-1917, Inclusive 1 


Groups 

1914 

1915 

1916 

1917 

Under $100,000 — 85 companies. 

Per Cent 
12.8 

Per Cent 
14.6 

Per Cent 
31.5 

Per Cent 
26.5 

$100,000 to $250,000 — 56 com- 





panies 

16.7 

15.8 

25.2 

22.5 

$250,000 to $1,000,000 — 74 com- 





panies 

15.5 

15.2 

26.6 

25.0 

$1,000,000 to $3,000,000 — 14 





companies 

15.0 

15.5 

26.3 

20.3 

Over $3,000,000 — 8 companies. . 

14.7 

14.6 

25.4 

26.3 

Average 

15 1 

15.0 

26.1 

24.7 


If profits varied according to size this might be due either 
to superior management in the large plants or to the economies 
of large scale operation, which might be ascribed to the good 
fortune of having control of enough money to make a large es- 
tablishment possible. But with no correlation between size of 
plant and rate of profit, as is indicated here, the conclusion 
tends to follow that the ability of the managers in the different 
plants is the important consideration. Further, of course, in 

i Ibid. 
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so far as one size gives advantages over another, the able 
manager is the one who restricts the size of his plant, or en- 
larges it, if the advantage lies that way, providing he can secure 
the necessary funds. 

Losses. — Losses, which are the opposite of profits, deserve 
additional consideration. It has been noted that of the 237 
shoe manufacturers, 8 suffered losses in 1917 and at the same 
time 7 made profits of 60 per cent or more on their investments. 
The annual reports of Dun and of Bradstreet show that about 
1 per cent of all of the business firms in the United States 
fail each year. These data, however, incl ude only the case s 
w here creditors loseanTthese are ajvm L-small part of the total 
number of failures. This is indicated by the fact that these re- 
porting agencies in some years remove from their lists of firms 
in business as many as 20 per cent of the total number of the 
names listed. 1 Special studies by the publishers of System have 
revealed a high rate of failure among business firms. One 
study covered 1327 factories, 492 wholesalers, and 2550 re- 
tailers. It showed that 62 per cent of the factories, 51 per cent 
of the wholesalers, and 58.6 per cent of the retailers failed within 
thirty years. 2 Many of these involved no loss to creditors 
and thus never reached the bankruptcy courts, nor were they 
reported by Dun or Bradstreet. 

Other interesting data relative to business success and failure 
are found in the reports which corporations make to the Bureau 
of Internal Revenue. In the year 1925, which is generally con- 
sidered to have been a good year for business, 177,738, corpo- 
rations, or 41 per cent of all those that reported, had deficits, 
amounting in all to almost two billion dollars. In 1921, more 
than half of the corporations reported losses. The following 
table shows such data for a period of six years. 

The losses shown in the second part of the table are presum- 
ably the result of the non-insurable hazards of business. The 

1 P. D. Converse, Marketing , Methods and Policies, 1924, p. 378. 

2 See: “What Can We Do About the Business Death Rate?” System , 
January, 1916; “Will You Have a Business in 1924?” System , January, 
1917; and “When Will My Business Die?” System , October, 1917. 
Quoted in Converse, ibid., p. 376. 
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high rate of loss indicates the differences in the business ability 
of men, and the element of luck, and it also suggests the neces- 
sity of profits as an offset to losses if persons are to be encouraged 
to risk their money in new enterprises. This point will be dis- 
cussed presently. 

TABLE 16 


Net Income and Deficit of Corporations 1 



Corporations Report - 
| ing Net Income 

Corporations Report- 
ing No Net Income 

Income m 
Excess of 
Deficit 

! 

Number 

Net Income 
Million 
Dollars 

Number 

i 

Defeat 

Million 

Dollars 

Million 

Dollars 

1920 | 

203,233 

7,903 

142,362 

2,029 

5,874 

1921 

171,239 

4,336 

185,158 

3,878 

458 

1922 

212,535 

6,964 

170,348 

2,194 

4,770 

1923 

233,339 

8,322 

165,594 

2,014 

6,308 

1924 

236,389 

7,587 

181,032 ! 

2,224 

5,363 

1925 

252,334 

9,584 

177,738 

1,963 

7,621 


Business Forecasting. — As indicated in preceding chapters , 2 
business men have been giving a great deal of attention recently 
to the careful assembly and analysis of data with a view to 
determining probable future conditions. This is commonly 
called business forecasting. Forecasting based on “hunches,” 
guesses, and judgments is as old as business, but it is only 
within the past few years that business men have sought the 
aid of expert statisticians in prognosticating business trends. 
This work gives promise of being very valuable in improving 
the quality of the business judgment of the managers of the 
firms that make use of it, and will thus tend to enlarge their 
profits. 

B ut as such practice is extended,mrofits toThe whole group 
of business men will tend to become r J[e ss. ^ For, as already in- 
dicated, to the degree that perfection ^attained in business 

1 Data from the Bureau of Internal Revenue, quoted in the monthly 
bulletin of the National City Bank of New York, January, 1928, p. 3. 

2 Chapters XI and XXXII. 
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judgment, profits tend to disappear. Thus the perfecting of 
the art of business forecasting means a movement in the direc- 
tion of the elimination of profits, and also, of course, losses. 
From the point of view of social welfare such a tendency is to 
be greatly welcomed: economic change without the pitfall of 
losses and their accompanying disorganization is a consum- 
mation devoutly to be wished. But it is by no means to be 
expected that business forecasting can be so perfected that 
economic conditions can be exactly anticipated in a society 
that is as marked by changes as is ours. 

Price Stabilization. — The stabilization of prices, which has 
also been discussed previously , 1 points toward a reduction of 
profits and losses. Obviously, if the general price level re- 
mained unchanged, the opportunity for profit and the chance 
of loss would be reduced. It is possible that some progress may 
be made in checking fluctuations in the level of prices. Control 
of the volume of bank credit by banking institutions, such as 
our Federal Reserve Board, may accomplish much in this 
particular. But it is undoubtedly going entirely too far to 
expect that such control of credit will prevent price movements. 
As was noted in the chapter referred to, there are many factors 
that influence price movements of which the volume of credit 
is only one. The control of all of these is perhaps impossible. 

But it must be remembered that even with a stable price 
level — a uniform average of prices — profits and losses would 
still occur. The prices of individual commodities would tend 
to change even if the average level of prices did not. But aside 
from any price changes, the alteration in the cost of production, 
and shifts in demand from the patronage of some firms to the 
patronage of others would enable some persons to reap profits 
and cause others to suffer losses. 

Wages of Managers and Profits. — Two questions may arise 
in regard to the above analysis that makes business ability 
play such a large role in the securing of profits. First, should 
not the income that thus accrues as a result of the exercise of 
business judgment be termed wages rather than profit? And, 
1 Chapter XXXI. 
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second, why do not business firms bid up the wages of manag- 
ers until profits as a result of business ability are wiped out? 

The distinction between wages and profits is, as already indi- 
cated, t hat the former is contractual in nature while the latt er 
is residual. The latter, too, is dependent upon the use of 
prop^^wde the other is not. To use property, necessarily 
requires the exercise of human faculties, and the amount se- 
cured thereby may be in part imputed to wages. But a sum 
beyond the amount that the individual could have secured 
from an employer cannot properly be called wagea^ It is the 
return for venturing his property: it is profit. Further, even 
if the earnings of a firm are very properly attributable to a 
manager and his assistants as wages, the fact that they are not 
paid out as wages makes them profits to the owners. 

The second question has already been answered in part. 
Since the use of property in business by an owner, rather than 
by a creditor who has good security, involves a chance of losing 
it, one who is at all cautious would not be inclined to pay a 
manager, or a group of managers and laborers, so much that 
he could not-c aasonaJa^^ to realize a pr ofit from hi s in- 
vestment. That is, the possibilit y the 

bidd ing of firms for managers at a point that will leave a margin 
of profit, if all goes reasonably well. Thus the chance of loss 
by owners prevents managers from getting the amount which 
they add to the earnings of the business, over and above interest 
and other charges, when they are fortunate in their judgments. 

Furthermore, men are not, strictly speaking, economicj nen. 
One does not in all cases press his co-workers or employers for 
all that might be obtained. Thus a person who has been en- 
gaged by a certain firm for a period of years may through re- 
luctance to press his claim for higher wages contribute to the 
profits of the enterprise. There are, of course, owners who are 
not cautious and who overbid in hiring managers and laborers. 
These do not make profits; they lose. 

Is the Receipt of Profits Justifiable? — The question as to 
whether the receipt of profits by business men is justifiable 
turns, as do all similar questions, upon the general effect of 
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the practice upon social welfare . Cases may easily be cited 
in which the profits secured are entirely unrelated to the per- 
formance of service, as, for example, the purchase of a parcel 
of real estate and its resale at an advance in price, or buying 
and selling at a profit on the stock exchange. But the funda- 
mental question in relation to these transactions is, should real 
estate and shares of stock be owned by private individuals? 
If the answer is in the affirmative, then it necessarily follows 
that individuals must be permitted to make profit in dealing 
in such things. For freedom to buy and sell is a necessary part 
of private ownership. It may be regrettable th at certain per- 
sons get claims on their fellows without rendering service, that is, 
by making profit merely by buyingandresell ing:. But, to repeat, 
this is i ncijeS^T lEoTEe^broad principle of private property. 

Further, profit from the operation of a busing enterprise is 

a necessary concomi tant of private prop erty, and of individual 
imtlg^ property. That 

is, the use of private property involves the securing of gain if 
one is fortunate, and the suffering of loss If the enterprise turns 
out badly. Indeed, the fact that loss is always possible in the 
use of property makes it necessary in a system of private 
property that one be allowed to enjoy profit in order that the 
use of property will be encouraged. This is particularly true 
of the utilization of property in new and, therefore, hazardous 
enterprises. In other words, profit to successful business men is 
part of the price that a society that is based upon private prop- 
erty must pay in order to have experim entation — the develop- 
ment ofnewTmesofe^ methods — 

in the pfo^uction ot goods ancf the conduct of business. 

Then, too, aside from the production of new goods and the 
utilization of new methods, it is through the mechanism of the 
receipt of profit that a balance is held among the various lines 
of production: i t is in this way that economic energ y is ap- 
port ioned among the diffe rent enterprises. For as profits in- 
creas e in on^^ business men into the 

production of the good in question, and as losses are incurred, 
certain lines of production are abandoned. 
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The point at issue is often given a somewhat different phras- 
ing, namely, that an owner should not enjoy profits to the 
exclusion of his labor force. The argument is not that the 
private receipt of profits is bad, but that one, or a few, in an 
industrial enterprise should not enjoyjDrofits to the e xclusion 
jpf all wh o pa rticipate in the work of th e fir m. This overlooks 
thefact^ stipulated wage 

which they receive whether the business succeeds or fails, while 
the owner risks his property. 

This is, too, the only basis upon which many of them would, 
or should, take employment. In order to guarantee wages, the 
employer must have the chance of profit, so long as he bears 
the risk of loss. 

In sh ort, if profit taking bv individual s is wrong the system 
of private pro perty cannot be defended. Whether this system 
is gc^ chapter. The assumption, 

however, is that it can be successfully defended. 

The Rate of Profit That Is Justifiable. — It does not follow 
from the above that any possible rate of profit is justifiable. 
To argue that the receipt of profit is necessary in order to stimu- 
late individual initiative is not to say that the highest con- 
ceivable rate is necessary. The necessary rate is merely the 
rate that will induce the hazarding of property in the lines of 
enterprise that are desirable. Is this 7 per cent, or 10, or 15, 
or 25, or 100, or some higher figure? The answer would seem 
to be that the necessary rate will vary among enterprises de- 
pending upon the degree of hazard involved. This rate also 
must be an average rate over a period of years and not a rate 
for a single year. A very high rate of earnings in one year may 
be merely compensatory for the losses or low earnings of other 
years. 

If the maximum rate necessary to enlist enterprise could be 
determined, then what of the amount over and above this? 
Should it be taken by the government in the form of an excess 
profits tax? Much could be said for this policy. As such a tax 
is to a high degree costless, as compared with other taxes, some 
of the present taxes could then be given up. Further, the 
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auxiliary problem of the concentration of wealth is also in- 
volved in this question. To lay a heavy tax upon excess profits 
would tend to check the accumulation of large fortunes, and 
this is perhaps desirable. 

Following the late war, the point was repeatedly made that 
the excess profits tax which had been enacted during the war, 
and had not yet been removed, was responsible, or in part re- 
sponsible, for the high prices which prevailed at that time. This 
charge was very largely unsound as was shown in Chapter 
XL VIII. Both economic analysis and the course of price dur- 
ing the period of the excess profits tax show the invalidity of 
this contention. An excess profits tax does not fall upon the 
marginal firms, considering industry as a whole, nor does it 
fall upon firms at the margin of transference to different lines 
of work, since it applies equally to all industries. An excess 
profits tax drawn so as to apply to profits over a period of years 
is to be desired in a well ordered system of taxation. 

But in this connection it must not be forgotten that the use 
to which profits are put is very important. Large profits in 
many cases are, as stated elsewhere , 1 left in the business. The 
funds so used, if the business is socially desirable, are being used 
in the social interest. Perhaps in many cases they are being used 
more effectively in promoting the general welfare than would 
be the case if they were taken by the government. It would be 
possible, however, to have a tax apply in such cases, but permit 
the firm in question to transfer its stock or bonds to the govern- 
ment in lieu of money payments. This would leave the funds 
to be devoted to business purposes, but it would give property 
ownership in a share of the large profits to the government. 
This would permit some sharing of control on the part of the 
government, and would provide a yearly income to the treasury . 2 

One interesting by-product of such a tax, as our experience 
s hows, is that certain firms would be encouraged to raise the 

1 Chapter XIII. 

2 This idea was developed by Alvin S. Johnson in the Atlantic Monthly, 
Vol. CXV, January, 1015, p. 25, u An Endowment for the State.” The point 
was made in relation to inheritance, not excess-profits, taxation. 
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wages of their employees. Since the profits, if made, would 
have to be turned over to the government, they would in some 
cases be used to advance wages. This would encourage, or force, 
other employers to advance wages, and would thus result in a 
more equal distribution of wealth. This would mean a generally 
higher standard of living throughout our society than would 
otherwise prevail, and hence such a program is in the interest 
of social welfare. 

PROBLEMS AND EXERCISES 

217. Recite the details of a case from your own experience if pos- 
sible in which 'pure profit was made. Show the factors responsible for 
this. Show that this is a case of pure profit. 

218. Recite the details of a case, from your own experience if possi- 
ble, in which a loss occurred. Show the factors responsible for the loss. 

219. What is the fundamental reason for the existence of profits 
and losses? Under what imaginable conditions would there be neither 
losses nor profits — but only wages, interest, and rent — for the individ- 
uals that engage in industry? 

220. “The judgment of the business manager is the big factor in 
determining profits or losses.” Then why shouldn't profits be called 
wages? Why shouldn't corporations bid against each other for com- 
petent managers until the managers get as wages all that now go to 
stockholders as profits? 

221. Try to give a case, real or imaginary, in which chance — luck 
— accident — alone led to the making of a big profit. That is, a 
case in which the judgment of the manager was not a factor at all. Ex- 
plain carefully. 

222. Is it justifiable that business men should make profits? Big 
profits? How big? 

223. “Many business men save their profits.” How? 

224. Is the question as to the uses to which profits are put im- 
portant in determining whether it is wise for the government to tax 
profits heavily? Explain. 

225. From 1917 to 1919 the Goodyear Tire and Rubber Company 
made large profits, while the San Francisco Street Railway Company 
sustained losses. But from 1920 to 1922 the situation was exactly re- 
versed. How would you explain this? 

REFERENCES 

The best book dealing with this subject is Risk, Uncertainty , and 
Profit , 1921, by F. H. Knight. See also the books listed in the appendix. 
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STATISTICS OF WEALTH AND INCOME 

In the preceding five chapters, we have been concerned with 
the distribution of the economic income among the recipients 
thereof in the form of wages, interest, rent, and profit. Some 
slight attention was given in these chapters to the statistics of 
income. But for the most part the chapters had to do with 
analyses of the nature of each of these four kinds of income. 
This chapter will be largely devoted to a presentation of the 
statistics of the wealth and income of the people of the United 
States. 

It should be noted in the first place that the data as to wealth 
and income are largely estimates. But as the many experts 
who have made estimates in these matters have all arrived at 
approximately the same conclusion, their findings may be ac- 
cepted as, at least, the rough outlines of the true picture. The 
most recent study of this subject was made by th e Federal. .T ra d e 
Commission in response to a resolution of the United States 
Jgenate^ The commission finished its study in May, 1926. 1 
This chapter is based largely upon the data given in its report. 

The Wealth of the People of the United States. — The 
commission estimates the wealth of the people of the United 
States as amounting to over 353 billion dollars in December, 
1922. This estimate was 32 billion dollars in excess of the 
census estimate for the same date. The following table sets 
forth the items of the census estimate together with the esti- 
mates of the commission. The higher estimate of the com- 
mission, as compared with the census, is due, as the table shows, 
to the inclusion of the value of streets and roads, and to ad- 
ditions made to the valuation placed on public service corpo- 
rations. 

1 Wealth and Income , Senate Document No. 126, 1926, 381 pp. 
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TABLE 17 

Census Estimate of National Wealth as of December 31, 1922, 
with Federal Trade Commission Extensions . 1 (Thousands of 

Dollars) 


Item 


Census Commission 

Estimates Estimates 2 


Real property and improvements, taxed. 3 $155,908,625 
Real property and improvements, exempt 20,505,819 
Land and improvements in streets and pub- 
lic roads: 


Rural public roads 

Streets, pavements, and public-owned 
underground structures in city streets. 
Other highway structures not in tax- 

exempt item .... 

Movable equipment of farms and factories: 

Live stock 

Farm implements and machinery 

Manufacturing machinery, tools and imp. 

Motor vehicles 

Public service enterprises: 

Railroads and their equipment 

Street railways 

Telegraph systems 

Telephone systems 

Pullman cars, etc 

Electric light and power stations pri- 
vately owned 

Other 4 

Products, merchandise, etc.: 

Agricultural products 

Manufactured products 

Imported merchandise 

Mining products 

Furniture and personal effects 

Gold and silver coins and bullion 

Total 

Census items unmodified 

Total 


$ 6,850,000 
13,500,000 
1,500,000 


5,807,104 

2,604,638 

15,783,260 

4,567,407 


19,950,800 

4,877,636 

203,896 

1,745,774 

545,415 


26,000,000 

7,000,000 

285.000 
2,450,000 

700.000 


4,229,357 

3,812,369 


5,500,000 


5,465,796 

28,422,848 

1,548,666 

730,296 

39,816,001 

4,278,155 


$320,803,862 


63,785,000 

289,250,862 


$320,803,862 


$353,035,826 


1 For continental United States, excluding Alaska. P. 28. 

2 Net addition to census estimate is $32,232,000. 

3 Except real estate of public service enterprises. 

4 Includes pipe lines, shipping and canals, and privately owned water- 
works. 
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The Nature of Wealth. — It is well to note that so-called 
intangible wealth is not included in this table. To do so would 
involve double counting as explained in Chapter XLIX. Shares 
of stock, bonds, mortgages, notes, milk tickets, etc., are merely 
evidences of personal claims upon wealth or income. The 
organization of a corporation to buy an office building and the 
issuance of a thousand shares of stock does not increase the 
wealth of the nation. A subsequent increase in the volume of 
paper claims on the building will not add a cubit to the size of 
it, nor does the giving of a mortgage on a farm increase farm 
acreage, nor the checking of hats at a luncheon increase the 
community’s stock of headgear. Babies may not be fed on 
milk tickets, nor may freight be transported on shares of railway 
stock, nor bonds used as equipment with which to generate 
electricity. 

It is very important that we have paper claims to wealth. 
Our society would be much poorer without this device. It 
enables us to have automobile factories, gas plants, and hotels 
that would otherwise be impossible because of the difficulty of 
gathering the funds necessary for their construction. But this 
does not mean that in addition to these articles of national 
wealth, the paper claims of Tom, Dick, and Harry to a share of 
ownership in them are also wealth. If all of our stock, bonds, 
mortgages, and milk tickets should be burned up, the wealth 
of the world would not be less, although certain persons might 
not then be able to prove their claims to part of it. 

One reason for the emphasis on this point is that the tax 
systems of most of our states, as noted in the chapter referred to, 
are based in part upon the notion that evidence of a claim 
against an article of wealth is also wealth. Stocks, bonds and 
mortgages are commonly taxed in addition to the articles 
against which they are merely personal claims. This is, clearly, 
double taxation. 

Land Value in the National Wealth. — It is also interesting 
to note the position which real estate has in the total wealth of 
the nation and, also, the portion that is ascribed to that part 
of real estate which is land, that is, merely space on the 
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surface of the earth. The commission's estimate of this is as 
follows: 


TABLE 18 

Estimated Amounts of Wealth in Land and Improvements, 1922 1 


Total Real 

Land 

Improvements 

Per Cent 

Estate 

0 000,000 ) 

{ 000 , 000 ) 

Land 

Improvements 

$230,411,000,000 

$122,164 

$108,247 

53 

47 


TABLE 19 

Estimated Amounts of Total National Wealth and Wealth 
in Land, 1922 x 


Total National 

hand 

Per Cent 

Wealth 

(000,000) 

Land 

Improvements and All 
Other Wealth 

$353,035,862,000 

$122,164 

34.6 

65.4 


The title to space upon that portion of the surface of the earth 
that is included within our national boundaries, according to 
these estimates, thus ^represents over one-third of the total 
national wealth . This portion of the national wealth is not mad e 

u el of produced go ods. I t, in a way ? testifies to overcrowd ing 

and poverty rather t han to wealth. If land were so abundant 
as to be free, the amount of wealth would be less but the 
amount of welfare would be greater. To further illustrate this 
point, if air were so scarce that a price would be paid for it, the 
dollar wealth of the community would be increased, if all other 
things remained the same, but since this would mean that some 
persons would not have as much of this commodity to use as 
they have now, the totality of welfare would be less. It is be- 
cause„we^have so much less land per person than wej samaild^like 
to have, that the price of it is so high . On the other hand, of 
course, it is only because our nation is so rich in other things 

1 Ibid p. 34. 
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that it is possible for so many people to pay such high prices for 
land that it amounts to over one-third of our national wealth. 

The Increase in Wealth from 1912 to 1922. — The Commis- 
sion estimated that, measured in dollars, the wealth of the 
country increased by 78 per cent during the 10-year period end- 
ing in 1922. This figure represents a nominal rather than a real 
increase in wealth, as the value of the dollar declined consider- 
ably during this period. In other words, the price level rose 
during the decade under review. According to the commission, 
prices rose 52 per cent, as indicated by the price indexes of the 
Bureau of Labor. If the dollar figures of wealth increased by 
78 per cent, and if 52 points of this increase were due to the in- 
crease in the price level, the real rate of increase is to be found 
in the percentage increase of 178 over 152. This is 17 per cent, 
or a rate slightly in excess of the percentage increase in the 
population. 

“No exact significance, however, should be attached to this modi- 
fication of the rate of increase in national wealth. The index used, 
while serviceable to correct extreme dollar changes, and probably the 
best one at hand for this purpose, was not devised specifically for 
measuring changes in value of fixed forms of wealth. Commodity 
price indexes are much more subj ect to sudden and sharp fluctuations 
than the value of land, buildings, installations of heavy machinery 
and most other kinds of durable goods, and, therefore, tend to mis- 
represent the changes in the dollar values of such goods.” 1 

The Commission also considers the indexes of change in the 
physical quantities of certain goods during this 10-year period. 
The capacity of railway locomotives increased by 37.5 per cent; 
the horse power of electrical prime movers, 169.5 per cent; the 
kilowatt capacity of dynamos, 177.1 per cent; miles of tele- 
phone wire, 84 per cent; and the number of automobiles, 1196.4 
per cent. The number of sheep declined 30.6 per cent, and the 
number of swine and horses 10.8 and 7.1 per cent respectively. 
These are the only items in the table that show a decrease dur- 
ing this period. The Commission observes: 

“How far this result (the decline in live stock) needs to be qualified 
with reference to the weight of domestic animals in 10 years has not 

1 Ibid., p. 51. 
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been computed. It should be remembered, also, that comparisons of 
individual years for farm animals show changes that are largely the 
result of year-to-year fluctuations rather than of significant trends. 77 1 

The Commission concludes this part of its study by saying: 

“It is impossible to compute a general index of the increase in 
wealth for the 10 years covered by the census figures from such physi- 
cal statistics as those presented above. It is possible, however, to infer 
that the increase in the quantity of wealth is much exaggerated by 
the mere dollar figures. On the other hand, this increase as modified 
by taking account of changes in the value of the dollar may possibly 
understate the real increase due to imperfections in the index, when 
used for this purpose. In a general way the indications of these sta- 
tistics of increase in quantities of particular forms of w r ealth suggest 
the possibility of a considerably larger rate than that computed by the 
use of price indexes. 

“In terms of the quantity of goods yielding economic satisfactions, 
the people of the United States did not make any very remarkable 
gain as between 1912 and 1922, but wealth increased, apparently at a 
somewhat greater rate than the rate of increase of population. Doubt- 
less the increase would have been still greater but for the great waste 
in wealth caused by the war, but time has not permitted an estimate 
of this waste.” 1 

A footnote is then added to the effect that during this period 
the claims of Americans on the people of foreign countries in- 
creased by some 9| billion dollars, exclusive of the debts which 
England and European countries contracted with the United 
States Government, which amounted to about 10 billion dollars. 

The Distribution of Wealth Among Individuals. — The out- 
standing fact relative to the distribution of wealth ownership 
among the persons who comprise the population of the nation 
is that a very few persons own most of the wealth, and that the 
bulk of the population owns but very little. The data on this 
subject are very meager. The estimates that are accepted as 
being most trustworthy are those that are based on the records 
of probate courts showing the estates of decedents as recorded 
by administrators or executors of the estates of deceased per- 
sons. All items of wealth are not probated when a person 
possessing property dies, but estates of all sizes are settled in 
this manner. The probate court records thus give a cross-sec- 

1 Ibid., p. 55. 



STATISTICS OF WEALTH AND INCOME 


473 


tion of wealth ownership, and may be accepted as a fairly 
accurate representation of wealth ownership throughout the 
entire population. 

The Federal Trade Commission in its study of wealth dis- 
tribution examined the records of all of the estates probated 
in 24 counties, located in 13 typical states, including the Dis- 
trict of Columbia, covering the period 1912-1923 inclusive. 
Data were secured on 43,512 estates. This is the most extensive 
examination of probate court records that has been made in a 
study of wealth distribution. The following table is a summary 
of the findings of the Commission. 

TABLE 20 


Distribution of Wealth in United States as Indicated by Estates 
of 43,512 Decedents in Selected Counties (1912-1923) 1 


Size Group 

Number 

of 

Estates 

Value of 
Estates 

Am aye 
Value 

Per Cent of 
Total Estates 

Per Cent of 
Total Probated 
Estates 

Num- 

ber 

Value 

Num- 

ber 

Value 

Not probated 2 . . . 

111,140 

$36,493,068 

$258 3 

76.5 

5 2 



Under $500 . . 

6,099 

1,574,598 

258 

3 3 

0 2 

14 0 

0.2 

$500 to $1,000.., 

4 ,,$24 

3,388,144 

702 

2 6 

.5 

11.1 

.5 

1,000 to 2,500 

J S,76G 

14,196,279 

1,619 

4 7 

2 0 

20.2 

2.1 

2,500 to 5,000 . .. 

7,572 

26,933,713 

3,557 

4 1 

3 8 

17.4 

4.0 

5,000 to 10,000 .... 

6,446 

45,160,804 

7,006 

3 5 

6.4 

14 8 

6.7 

10,000 to 25,000. 

5,518 

85,233,637 

15,446 

3.0 

12.0 

12.7 

12.7 

25,000 to 50,000. . . 

2,231 

77,930,090 

34,930 

1 2 

11 0 

5.1 

11 6 

50,000 to 100,000. 

1,105 

76,040,228 

68,815 

.6 

10 7 

2.5 

11.3 

100,000 to 250,000. 

051 

97,599,624 

149,922 

.4 

13.8 

1.5 

14.6 

250,000 to 500,000. 

179 

60,325,705 

337,015 

.1 

8.5 

.4 

9.0 

500,000 to 1,000,000 

76 

52,026,811 

684,563 

... 4 

7.4 

.2 

7.8 

1,000,000 and over. 

44 

130,913,033 

2,975,290 

... 4 

18.5 

.1 

19.5 

Total probated 

43,512 

671,322,676 

15,428 



100.0 

100.0 

Total all estates 

184,958 

707,815,744 

3,827 

100.0 

100 0 




1 Ibid., p. 58. 

2 Estimated from census mortality tables. 

3 Decedents who left no estate for probate were presumed to have had 
as much property as the average of the lowest group, namely, $258 each. 

* Less than one-tenth of 1 per cent. 
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It will be noted that 141,446 estates that were not probated 
are included in the table and are estimated as representing an 
average of $258. These figures were arrived at in the following 
manner. The total number of persons dying in these counties 
during this period was estimated to have been 259,908. Of 
these, 184,958 were estimated to have been over 21 years of age. 
This is taken as the total number of estates. Deducting the 
number of probated estates, 43,512, there remain 141,446 that 
were not probated. The average of the probated estates in the 
less than $500 group was $258. This figure was assigned as 
the average in the unprobated group. 

The table shows that slightly more than 1 per cent of the 
estimated number of decedents owned about 59 per cent of the 
total estimated wealth of all the decedents; or that less than 
one-four-hundredth of the total estimated number owned over 
one-third of the total estimated wealth of the whole group. 
Among the poorer groups, the table shows that slightly over 
80 per cent of the estimated number of decedents owned less 
than 6 per cent of the estimated wealth of the entire group. The 
average for the group as shown by the table was $3827, but 
more than 91 per cent of the total estimated number had estates 
valued at less than this amount. 

Another presentation of the data given in the table is the 
following: 

TABLE 21 

Distribution op Wealth on Basis of Table 20 1 


Economic Group 

Percentage of Total Value of Estates 

Poorest 79,8 per cent of decedents 
Estates under $500 

5 . 4 per cent 

Lower middle class of decedents — 
next 14.9 per cent 

Estates $500 to $10,000 

12.7 per cent 

Upper middle class of decedents — 
next 4.2 per cent 

Estates $10,000 to $50,000 

23 . 0 per cent 

Richest 1.1 per cent of decedents 
Estates over $50,000 

58.9 per cent 

1 Ibid. 

, p. 61. 
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While these data cannot be said to show the precise division 
of wealth ownership throughout our population, they can un- 
questionably be taken as a rough approximation of the facts. 
They indicate that the richest 1 per cent owns about 80 per 
cent of the wealth of the country and that the poorest 80 per 
cent owns a bout 6 per j^jxi^^ Even allowing for a large 
mrn^^ the direction of concentration, the conclu- 

sion would remain that relatively few persons own almost all 
of the wealth of the nation. 

These data are very similar to those compiled by King for 
1900, 1 but they show a greater degree of concentration of 
ownership than do King’s data. These data, too, support the 
conclusion of Spahr 2 in 1896, and of Hunter 3 in 1904, that 
1 per cent of the population owns more wealth than do the other 
99 per cent. 

Estates of One Million Dollars and Over. — The Federal 
Trade Commission also made a study of the estates of one 
million dollars and over which were probated in New York 
City, Philadelphia, and Chicago during the six-year ‘ period, 
1918 to 1923, inclusive. There were 540 such estates, with a 
total value of over 2 billion dollars. Of these estates 74 amounted 
to over 5 million dollars each, 5 to over 50 million each, and 
1 was over 100 million dollars. 4 These figures give further 
evidence of a great concentration of ownership. The liability 
of such estates to a heavy inheritance tax normally results in 
disposing of part of the fortune by gifts before the death of 
the owner. Thus it is to be expected that these estates were 
really larger than the figures indicate. Further, this same 
consideration would tend to keep out of the one million-dollar 
group, which is here considered, estates which really amounted 
to this sum. 

Considering these facts, and remembering that the large 

1 W. I. King, Wealth and Income of the People of the United States , 1915, 

p. 80. 

2 C. B. Spahr, The Present Distribution of Wealth in the United States , 
2nd ed., 1896, p. 55. 

3 Hunter, Poverty , 1904, pp. 59-60. 

4 Ibid., p. 67. 
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estates probated in six years tend to be a small portion of the 
total number of such estates, and, also, that there are many 
large cities in the country, other than these three, in which 
rich persons live, the conclusion follows that the above estimates 
of the concentration of wealth are very conservative. Subtract- 
ing the Commission's estimate of government-owned wealth, 
from the total wealth in the nation, there remains something 
over 300 billion dollars. The 540 estates under consideration 
thus amounted to 2/300 of the total privately owned wealth 
in the nation. In other words, an insignificant number of per- 
sons out of our population of 110,000,000, at that time, owned 
two-thirds of 1 per cent of the total private wealth. Not much 
allowance need be made for the one million dollar estates that 
were not probated in these three cities during the given six years, 
and for the million-dollar fortunes in other cities, and the some- 
what lesser fortunes throughout the nation, including the three 
large cities, in order to reach a staggering proportion out of the 
300 billion dollars of privately owned wealth. 

The concentration of wealth ownership is even greater in 
England than it is in the United States. Chiozza-Money 
concluded that u a group of about 120,000 people, who with 
their families form about one-seventieth part of the population, 
owns about two-thirds of the entire accumulated wealth of the 
United Kingdom." 1 Data for other countries show a similarly 
high degree of concentration of ownership, but it is believed 
that in no country is this as marked as it is in England. 

Is the Concentration of Wealth Increasing? — There is per- 
haps a much higher degree of concentration of wealth in America 
and in other countries where modern industry prevails than 
there was a century ago. The present system of industry lends 
itself to the amassing of large fortunes by a few persons. But 
i t seems to Jibe chanmJiasmnme jiot by the poorer 

classes getting poorer, but bv the upper economic g rou ps be- 
coming richer . The poorer groups own as much wealth per 
person as they did a century ago, but they own a smaller portion 
of the total. 

1 Chiozza-Money, Riches and Poverty , 1910, p. 79. 
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The Statistics of Income. — The Federal Trade Commission, 
in the study to which frequent reference has already been made, 
estimated the total national income of the people of the United 
States to be as indicated in the following table for the years 
specified. 

TABLE 22 


Estimates of the Total Annual Income of the People of the United 
States and the Income Reported in Personal Income-tax Returns 
with Index Numbers Based upon 1918 as 100 for the Six-year 
Period, 1918-1923 1 


Year 

Estimated Total Income 

Income Reported 
sonal Income-tax 

m Per - 
Returns 

Per 

Cent of 
Total 

Amount 

Index 

Number 

Amount 

Index 

Number 

1918 

100,223,000,000 

100 

$17,746,000,000 

100 

30 

1919 

67,391,000,000 

112 

22,438,000,000 

126 

33 

1920 

74,264,000,000 

]23 

26,690,000,000 

150 

36 

1921 

52,607,000,000 

87 

23,329,000,000 

131 

44 

1922 

61,738,000,000 

103 

24,872,000,000 

140 

40 

1923 

69,833,000,000 

116 

31,107,000,000 

175 

45 

Average 

164,343,000,000 

107 

$24,364,000,000 

137 

38 


The National Bureau of Economic Research has also made 
careful studies in regard to the national income, and although it 
used slightly different methods from those of the Commission, its 
conclusions were practically the same as those indicated in the 
table above. 2 It is interesting to note the effect of the indus- 
trial depression of 1921 upon the volume of national income as 
shown in the table. The portion of the total income that is re- 
ported for taxation under the national income tax is put at 
45 per cent for 1923. This is higher, it will be observed, than 
the similar percentage figures for the other years. The growth 
in national income during these years is estimated to have been 
16 per cent. 

Attention should also be directed to the figures given for 1920. 
i Ibid ., p. 221. 2 'M, p.222. 
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This was a year of very high prices, and thus the unusually 
large income for this year is nominal rather than real. The Com- 
mission corrected the figures in the table by using the cost- 
of-living index of the Labor Bureau, and secured the following 
results. 


TABLE 23 1 

National Income Corrected for Changes in Prices 


Year 

Original 

Estimate 

Estimate of Equalized 
Purchasing Power 

1918 

$60.2 billions 

$59.0 billions 

1919 

67.4 “ 

61.3 “ 

1920 

74.8 “ 

61.3 “ 

1921 

52.6 “ 

50.6 “ 

1922 

61.7 “ 

63.0 “ 

1923 

69.8 “ 

69.8 “ 


According to this table, the income for 1920 in terms of the 
prices for 1919 was no higher than was the income for the pre- 
ceding year. The 1923 income is shown to have increased con- 
siderably over that for 1922, even after allowing for changes in 
prices. The total national income for 1923 was approximately 
70 billion dollars. 

The Division of Income Between Labor and Capital. — The 
Commission made an investigation of the division of national 
income between labor and capital in the six different fields 
into which it classified the economic activity of the nation, and 
reached the following conclusions for the year 1923. 

A similar study was made for each of the five preceding 
years. In 1918 and 1919 labor was estimated to have received 
46.8 and 48.5 per cent, and in 1920 and 1921, 57.8 and 59.9 per 
cent of the total. In 1922, the figure was approximately the 
same as that for 1923. 

The portion of income from agriculture that is allocated to 
labor is very small, as shown by the table. This is due to the 
fact that the labor of the farmer, whether owner or tenant, and 

i Ibid,, p. 225. 
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TABLE 24 1 

Estimates of the Total National Income and the Shares of Labor 
and Capital for the Principal Kinds of Economic Enterprise, 1923 


Enterprise 

Amounts in Millions 

Per Cent 

Total 

Labor 

Capital 

! Labor 

Capital 

Agriculture 

$ 9,433 

$ 1,132 

* 8,301 

12.0 

88.0 

Mining, manufacture and 






construction 

29,372 

19,194 

10,178 

65.3 

34.7 

Transportation and commu- 






nication 

7,444 

4,859 

2,585 

65.3 

34.7 

Mercantile 

8,641 

5,763 1 

2,878 

66.7 

33.3 

Professional and personal 






service 

11,520 

4,999 

6,521 

43.4 

56.6 

Banking and miscellaneous 






enterprises 

3,433 

2,249 

1,184 

65.5 

34.5 

Total 

$69,843 

$38,196 

$31,647 

54 7 

45.3 

i 


the labor of members of his family are not included in the labor 
category. Only that labor is included for which wages are paid 
out. The farmer’s labor service, for the purpose of this table, 
is rewarded by the income which he receives as a return on capi- 
tal. If the labor return in agriculture was corrected to include 
wages earned as well as wages paid out, the total labor return 
would be considerably augmented. It is to be expected that 
this would show labor’s share in the national income to equal 
two-thirds of the whole, as is indicated as being the case in four 
of the six divisions in the table. This is very similar, it will be 
recalled, to the estimates of the National Bureau of Economic 
Research as given in Chapter LI. 

The Concentration of Income. — The fact that labor’s share 
in the total national income amounts to about two-thirds of the 
total shows that income is far more equally distributed than is 
wealth ownership. This is due, obviously, to the fact that all 
laborers, including salaried employees, receive an income, but 
many of them do not own any wealth. Despite the fact, however, 

1 Ibid,, p. 228. 
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that the income to labor represents about two-thirds of the total 
national income, there is a high degree of concentration. The 
National Bureau of Economic Research made an intensive study 
of the distribution of the national income for 1918 among the 
persons who received incomes during that year. The following 
table presents some of its estimates. 

TABLE 25 1 


Distribution of Incomes in the United States in 1918 


Income Class 

Simple Distribution 

Cumulative I^rcentages 

Number of 
Persons 

Amount of 
Income 

Income 

Receivers 

Amount 
of Income 

Under zero 

200,000 

$ 125,000,000 

0.5 

-.2 

$0 to 500 

1,827,554 

685,287,806 

5 4 

1.0 

-*500 to 1,000. . . . 

12,530,670 

9,818,678,617 

38.8 

17.9 

1^1,000 to 1,500 . . 

12,498,120 

15,295,790,534 

7^.0 

44.3 

' 1,500 to 2,000 .... 

5,222,067 

8,917,648,335 

85.9 . 

59.7 

2,000 to 3,000 . . 

3,065,024 

7,314,412,994 

94.1 

72 3 

3,000 to 5,000 

1,383,167 

5,174,090,777 

97.8 

81.2 

5,000 to 10,000 . . 

587,824 

3,937,183,313 

99 3 

88.0 

10,000 to 25,000. 

192,162 

2,808,290,063 

99.8 

92.9 

25,000 to 50,000. 

41,119 

1,398,785,687 

99.9 

95.3 

50,000 to 100,000. . 

14,011 

951,529,576 

99.98 

96.9 

100,000 to 200,000. 

4,945 

671,565,821 

99.99 

98.1 

200,000 to 500,000. 

1,976 

575,019,200 

99.99 

99.1 

500,000 to 1,000,000 

369 

220,120,399 

99.99 

99.5 

1,000,000 and over. 

152 

316,319,219 

100 00 

100.0 

Total 

37,569,060 

$57,954,722,341 




Thus according to the bureau’s estimates almost 39 per cent 
of the income receivers during 1918 had incomes of less than 
$1000 and 72 per cent of them received less than $1500. Only 
approximately 14 per cent of the income receivers had incomes 
of $2000 or more; only 2.2 per cent were at the $5000 mark 
or above; and less than 1 per cent had incomes of $10,000 or 
more. Another table of the bureau, giving more complete data, 

1 Adapted from the National Bureau of Economic Research, Income in 
the United States , Its Amount and Distribution , 1909-1919 . 1922. pp. 136- 
137. 
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shows that the number of persons having incomes of $8000 
or more for this year constituted only 1 per cent of the total 
number. This upper 1 per cent of the income receivers got 
14 per cent of the total national income. 

To return to the above table, these data show that the richest 
0.7 per cent of the income receivers got 12 per cent of the 
national income; that 2.2 per cent of the upper income group 
received approximately 20 per cent of the total; and that the 
upper 14 per cent received 40 per cent of the total income. 
Measuring from the bottom of the income scale, 72 per cent of 
the poorest income receivers had 44.3 per cent of the income, 
and 85.9 per cent of the poorest received approximately 60 per 
cent of the total income for the year under consideration. 

Interesting data in regard to the distribution of income are 
also found in the official reports concerning the national income 
tax. Nearly 10,000 persons reported for taxation incomes of 
$100,000 or more in 1925. About half of these incomes 
amounted to $150,000 or more, and 786 of them were in the 
$500,000 or more group, and 207 were incomes of $1,000,000 
or more. The corresponding figures for 1926 are approxi- 
mately the same as these. The $500,000 or more group in- 
cludes 693 and the $1,000,000 or more group 228. 

The $1,000,000 or more income group has increased markedly 
in recent years. For the years 1923 and 1924, there were 
reported 74 and 75 incomes, respectively, of this size. The 
number for 1925 is thus almost three times that for either 
of the two preceding years, and the number for 1926 is still 
larger. Only 21 such incomes were reported in 1921, but there 
were 206 reported in 1916 when the European war was con- 
tributing to the personal enrichment of many Americans. The 
final figures for 1926 are not yet available (June 1928) but by 
August 31, 1927, 228 such incomes had been reported for 1926. 
This is by far the largest number for any year. It represents 
an increase of 21 over the preceding year, not of millionaires, 
but of income millionaires. 

It is interesting to note the source of income as reported to 
the national government. The incomes of $1000 to $5000 
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come largely from wages and salaries. Fifty per cent or more of 
the total is so derived. But of the incomes of $150,000 or more 
for 1926 only 11 per cent of the total was received in this way. 
Capital gains, from the sale of property held for more than 
two years, were responsible for almost 45 per cent of the in- 
comes of $1,000,000 or more in 1926, according to the official 
preliminary report, and dividends accounted for almost 40 
per cent. Wages and salaries are credited with approximately 
3 per cent of these incomes. 

Income Below $1500. — It seems almost unbelievable to a 
person whose lot is cast in pleasant places that 72 per cent o f 
the income receivers in the United States have incomes of $1500 
or less per year. The Federal Trade Commission’s report that 
has been frequently referred to in this chapter gives an abun- 
dance of supporting data on this point, in the form of wage data. 
Wages of hired agricultural workers are placed at $1356 for 1919 
and at $1132 for 1923. 1 The average income of all persons 
engaged in agriculture was perhaps not very much above this 
figure. It must be remembered in this connection that almost 
one-third of the persons gainfully employed in the United 
States are engaged in agriculture. Anthracite coal miners are 
reported to have received wages of $1427, and bituminous coal 
miners, $1251, during 1919. The average wage payments to 
all mine and quarry wage earners for that year, including almost 
one million persons, are given as S1320. 2 In the field of manu- 
facturing, the average wages paid in 1919, in fifteen branches of 
the industry, were $1157; in 1923, $1254. The highest wage 
payments in manufacturing were made in connection with 
transportation, and the lowest in tobacco manufacture, for 
each of these years. In 1923 these were, respectively, $1589 
and $823. 3 There were some 8 million persons employed as 
wage earners in manufacturing during that year. 

More than If million persons were employed by the class I 
railroads on an hourly basis in 1923. These persons received an 
average wage of $1554 for that year, but 80 per cent of the 

1 Ibid., p. 249. 2 Ibid., p. 257. 

3 Ibid., p. 262. 
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number received less than $15O0. 1 In the telephone industry 
over 290,000 employees, including officers and managers, are 
shown to have received an average wage of $1176 in 1922. Of 
this number, over 159,000 were operators, 2 and they received 
$871 each. 

There is no escaping the conclusion that a wage, and thus an 
income, of more than $1500 placed one in a highly favored 
position in our population in 1923, and that an income of $2000 
set one apart as a veritable aristocrat. These wage statistics 
support the findings of the national Bureau of Economic Re- 
search that only a small proportion of our income receivers, 18 
per cent, had incomes about $1500 per year in 1918. 

Wages have increased somewhat during the five years since 
1923, as indicated in Chapter LIL Union laborers are credited 
with full time wages per week of 233.4 for 1926 as compared 
with 198.6 for 1923 (1913 = 100), 3 and in practically all lines 
there has been some advance in wages. But wages are still 
very low. The available data indicate that few groups earn 
as much as $1500 per year, although more are receiving this 
sum than were receiving it three or four years ago. The salutary 
effect of the recent increases is, however, offset to some extent by 
a considerable volume of unemployment at the present time — 
the winter of 1927-1928. The Bureau of Labor Statistics places 
factory employment at 92 for the fourth quarter of 1927, on a 
basis of 100 for 1923-1925. But the increased wage rates may 
rather safely be regarded as permanent, and the marked degree 
of unemployment as temporary. Thus, yearly rates for labor 
as a whole may be assumed to have increased somewhat. 

Family Incomes. — It should be observed that the above 
figures are for individual incomes and not family incomes. Dis- 
tribution of income per family would show relatively less concen- 
tration than do the figures considered above. This is due, 
obviously, to the fact that in the poorer groups there are usually 
more income receivers per family than is the case in the more 
well-to-do portion of the population. 

1 Ibid., pp. 274-275. 3 Ibid., p. 300. 

2 Bureau of Labor Statistics, Bulletin No. 439, p. 705. 
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Real Income Versus Money Income. — It must also be noted 
that real income is not nearly so highly concentrated in our 
population as is money income. The upper 1 per cent of our 
income receivers get title to 14 per cent of the total income, but 
they do not eat 14 per cent of the food, wear 14 per cent of the 
clothes, live in 14 per cent of the houses, nor ride in 14 per cent 
of the automobiles. Their real income — the consumption goods 
which they utilize — undoubtedly constitute a great deal less 
than 14 per cent of the total national consumption. The ex- 
planation of this is that the recipients of the larger incomes save 
a considerable portion of the amount that they receive. They 
turn over to laborers their titles to consumption goods and the 
laborers produce for them production goods. This is done by 
their saving money and investing it in productive enterprises. 
But while this mitigates somewhat the evil consequences of a 
high degree of concentration of wealth and income it in no 
way justifies marked concentration. 

The question of the effect and causes of inequality and the 
remedies therefor will be considered in the following chapter. 


PROBLEMS AND EXERCISES 

226. Public roads, streets, etc., were included by the Federal Trade 
Commission in its estimate of national wealth but were not included 
in the census. Discuss this difference in treatment. Refer to Chapter 
XLVII. 

227. “ Intangib le wealth is n ot wealth.” Discuss using original 

illustrations. ~ ' 

228. (a) What percentage of the total value of the estates given in 
table 20 was made up of estates of $1,000,000 or more? Of estates of 
$250,000 or more? Compare these percentages with corresponding 
ones for the number of estates, and the number of probated estates. 
(b) What size of estate, beginning at the smallest, marks the 80 per cent 
point in this table measured in terms of the total estates? Measured 
in terms of the total value of estates? 

229. What percentage of our population in 1923 was represented 
.by the 540 estates of $1,000,000 or over? Should this be computed 
[on the basis of families or of persons? 

230. Compare the data in table 24 with those given in Chapter LI. 

231. According to table 25, the poorest 72 per cent of the popula- 
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tion have what portion of the total income? The poorest 86 per cent? 
The richest 2.2 per cent? The richest 0.7 per cent? 

232. Why would a table showing the distribution of a nation’s in- 
come not be a good indicator of the nation’s distribution of 
wealth? 

233. Under present conditions in the United States would it be 
possible for each family to receive an income of $5000? Explain your 
answer. 

234. Suggest a program which would increase the per capita wealth 
of the people of this country. 

REFERENCES 

The books and bulletins referred to in the footnotes contain a great 
deal of additional material on this subject. The publications of the 
National Bureau of Economic Research are especially valuable. 



CHAPTER LVII 


SOME CONSIDERATIONS OF THE PROBLEM 
OF INEQUALITY 

The Fact of Inequality. — One of the most striking facts 
shown in the statistics of the preceding chapter is that there is 
marked inequality in the incomes and wealth ownership of 
different persons. One per cent of the population owns 60 per 
cent of the wealth and 20 per cent of the families receive 50 per 
cent of the national income. These figures raise the question 
as to whether such an unequal distribution of the nation’s 
wealth and income is justifiable, and if not, what can be done 
about it. 

Some Degree of Inequality Is Justifiable. — Some degree of 
inequality in income and, as a result of this, inequality in wealth 
ownership, is a necessary part of the institution of private 
property. The reliance upon individual initiative as a means 
to the placement of economic agents, which is a vital part of 
private property, means that economic inequality, or at least 
the possibility of inequality, must prevail. If instead of relying 
upon individual initiative, the work of each person were directed 
by a central organization, as in an army, or as under certain 
forms of communism or socialism, it would be possible for the 
various individuals to be given equal incomes. Or, in such a 
community, goods might be apportioned according to the needs 
of the different persons, without any reference to the work 
which the various persons perform. In other words, the work 
that is to be done in such a community may be apportioned 
among the workers without regard to the economic returns 
that they are to get. It is this that makes it possible to dis- 
tribute the produce of such a community equally, or according 
to need, among the members thereof. But in a society that is 
based upon private property, the work that is done is selected 

486 
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voluntarily. Thus it turns out that the returns that are to be 
received in wages, interest, rent, or profit will determine the 
lines of work that are to be selected. 

This situation has been described earlier in terms of prices. 
Scarcity of goods or services of a certain kind leads to a high 
price, and calls producers into the given line of work under the 
promise that such work will give them larger net incomes than 
they can get elsewhere. It is thus by giving low incomes to 
persons who supply goods and services which arc relatively 
plentiful, and high incomes to persons who supply goods and 
services which arc relatively scarce, that productive efforts, in 
a society based upon private property, are directed into the 
production of the things that arc desired by the persons who 
have money to spend. In short, in a society with a competitive 
organization such as ours, inequality, or the possibility of 
inequality, is necessary to the placement of productive agents. 

The point relative to the possibility of inequality deserves 
further attention. Laborers, for example, might be so adjusted 
among the various lines of work that they would all receive 
the same wage. They might thus be properly placed according 
to the demands of consumers and yet be paid equally. Even 
so, the possibility of inequality would be present, and would 
be realized if most of the laborers in the lumber industry, for 
example, went over to the shoe-making industry, assuming 
that no other changes in labor placement took place. Wages 
would then rise in the lumber industry and fall in the shoe 
industry. The wages in the two fields would no longer be equal. 
Thus while it is conceivable that placement might be so effected 
in a society of private property, as to make all incomes equal, 
the very nature of such a system nevertheless means that the 
possibility of inequality is ever present. Practically, too, it is 
almost inconceivable that consumers’ demands and the ability 
to satisfy them could be so adjusted in a modem society such 
as ours that incomes would be equal. The variation in the 
ability of persons mutually to serve the wants of each other 
quite necessarily leads to inequality in payment for services 
rendered. 
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The fact that there is this inherent tendency toward in- 
equality in income in a modem society does not, however, 
warrant the conclusion that any possible degree of inequality 
can be justified, nor that all of the means by which inequality 
is fostered can be approved. These aspects of inequality will 
receive further consideration presently. 

There is another point to be considered relative to the fun- 
damental bases of inequality. It has been emphasized that 
under private property, inequality, or at least the possibility of 
inec^^ of persons at t he 

v arious_tasks that consumers wish to have perfo rmed. In addi- 
tion to this basis for inequality, there is another that applies to 
any society, that is, to a socialistic society as well as to one like 
ours. This is the need for inequality in order that the per- 
sons who occupy the most important positions may be able to 
render the best service of which they are capable. Thus in an 
army, entirely apart from any necessity of paying the offic'ers 
more than the privates in order to stimulate the ambition of 
men and place them in the army according to their ability, it is 
important that the commanding general and the other officers 
should be kept fit, even at the expense of the privates. If there 
is not enough food, nor shelter, nor protection from the enemy’s 
guns to serve adequately all of the persons in the army, the wel- 
fare of those who are least important to its success must, in the 
interest of the army, be sacrificed to the welfare of those whose 
well-being is the most essential to the efficient performance of 
its task. 

Similarly, the officers in a political state, or the leaders in 
business affairs should, in the interest of the entire community, 
as a general rule, be kept in condition to give the best possible 
service to the projects under their control, even although some 
persons will thereby have fewer goods than the amount that is 
essential to their welfare. It is, for example, justifiable to de- 
tail a physician to the service of the President of the United 
States even if this means that the ills of other persons will be 
less fully cared for than would be the case if the physician in 
question were not thus removed from the general body of medi- 
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cal practitioners. Likewise, it is socially desirable that business 
men whose work involves the making of many important de- 
cisions should have sufficient income that they may have case 
and relaxation during their hours of leisure, even if this means 
that other persons, such as manual laborers, have less of the 
comforts and luxuries, or even of the necessities of life than they 
would have if the business leaders had less. It is assumed in 
this analysis that the business leader is engaged in work that is 
socially beneficial. If this is not the case, if he is preying upon 
the public by manufacturing goods that are detrimental to so- 
cial welfare, or by promoting the sale of spurious stocks and 
bonds, or in other ways performing anti-social service, it is then 
contrary to the public interest to increase his efficiency, or in- 
deed to pay him anything. 

This defense of inequality, with the limitation that has just 
been noted, does not justify inequality, for the sake of inequality. 
It offers a defense of unequal division only if there are not suf- 
ficient consumption goods and services to serve adequately all 
persons in the community. Further, it must be kept in mind 
that while inequality is justifiable on this ground, it is also pos- 
sible that persons in positions of importance may have large in- 
comes and use them in ways that will undermine their efficiency 
rather than contribute to it. 

Inequality and the Accumulation of Capital. — The division 
of income so as to make some people rich and many people poor 
is often justified on the ground that such a division of income 
will contribute to the building of capital equipment. This point 
was discussed in an earlier chapter. 1 The analysis is that if 
some persons are very rich they can easily save large portions 
of their incomes and make such sums available for the use of 
persons who wish to construct industrial equipment for the 
production of consumption goods; while if the national in- 
come is divided equally, with but little inequality, such ex- 
tensive savings will not be made, and thus the supply of 
industrial equipment will be less than it would be under condi- 
tions of marked inequality. Some writers have justified a pro- 
1 Chapter VIII, “Industrial Equipment.” 
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tective tariff on these grounds. That is, it has been argued 
that since a protective tariff on manufactured goods increases 
the prices of such goods to consumers, and as a result increases 
the profits of manufacturers, it makes it possible for the manu- 
facturers to save the money which the consumers would not 
have saved, if the prices of the goods sold to them had been 
lower. 

As argued in the earlier chapter to which reference has been 
made, this argument looks to only one of the two necessary 
conditions requisite to the building of industrial equipment. 
In order to accumulate capital, that is, build equipment, it is 
as necessary that the consumption goods, that are thus made 
possible, be sold, as it is that money funds be made available 
for the building of factories and the conduct of enterprise. 
Poverty on the part of the masses may thus operate as an ef- 
fective check to the construction of the equipment which the 
funds of the rich make possible. 

If we assume the income of the people of a given nation to be 
divided, first, very unequally, so that a few people are very rich 
and the masses very poor, and second, so that all persons have 
approximately the same incomes, it is reasonable to believe 
that the supply of industrial equipment in use in that nation 
would be much greater in the second case than in the first one. 
The ability of most persons to spend money, under the second 
set of conditions, would make the use of equipment profitable 
and lead to the offer of a high rate of interest for money funds. 
The disposition of most persons to save something out of in- 
come would, in view of the high rate of interest, lead to savings 
which would make possible the construction of equipment. On 
the other hand, abject poverty on the part of the masses would 
make it impossible for the owners of equipment to sell the con- 
sumption goods which are the fruit of industrial equipment and 
enterprise. The savings of the rich under such conditions would 
tend to be invested abroad. This, however, is another story, 
which will be recounted shortly. 

Consider the income distribution of the people of the United 
States as given in the preceding chapter. According to these 
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data, in 1918, 14 per cent of the total national income went to 
1 per cent of the income receivers, those at the top of the in- 
come scale; while measuring from the bottom of the scale, 72 
per cent of the income receivers had only $1500 or less per year. 
The rich group under such conditions can save easily. Indeed, 
for the richest 1 per cent of the income receivers to spend for 
consumption goods the 14 per cent of the national money in- 
come which they receive would be much more burdensome than 
is the saving of a large part of it. But the opportunities for the 
profitable employment of these funds at home are limited by 
the tragically low incomes of more than two-thirds of the 
population. Hence, some one billion dollars of our yearly 
national savings is invested abroad. The sum so loaned dur- 
ing 1927 was $1,574,960,575, according to the Department of 
Commerce. The figure for 1926 was $1,318,554,850. 

Suppose now that the money income of the people of the 
United States, some 60 or 70 billion dollars per year, were more 
evenly divided among the income receivers. This would in- 
crease the demand for consumption goods and the prices of such 
goods would rise. The demand for funds with which to build 
equipment and carry on the production of consumption goods 
would then be increased, and the rate of interest would rise. 
Savings would thus be further encouraged. He is, indeed, a 
bold prophet who would contend that under such conditions the 
industrial equipment in use in the country would be less than it 
is under the conditions of marked inequality that prevail to-day. 

This argument implies that the rate of interest would be 
higher than it is to-day if there were less inequality in income 
and wealth distribution. This would mean that the poorer 
groups would have to pay higher prices than otherwise for 
consumption goods, but they would have more money with 
which to bear the heavier charge which would prevail on account 
of the higher interest rate. Further, under the condition as- 
sumed, the members of the poorer groups would themselves 
be lenders and thus receivers of interest income. 

The conclusion is then that inequality in income cannot be 
justified on the ground that it is only by having some persons 



492 DISTRIBUTION OF WEALTH 

poor and others rich that the nation can be provided with in- 
dustrial equipment. 

Poverty and Work. — Somewhat similarly, it is sometimes 
argued that the masses must be kept in poverty in order that 
the work of the world may be done. If we were all rich and 
none poor, so the argument runs, no one would be willing to do 
the more onerous tasks that must be performed in any civilized 
community. A point similar to this was considered in the 
chapter, “Labor”; namely, the effect of universal education on 
the performance of disagreeable tasks. The conclusion reached 
was that there is no warrant for the belief that education will 
make it impossible for a people to do the work necessary for 
their continued existence. The counsel of despair, on the point 
now under consideration, is equally invalid. If some Santa 
Claus should permanently increase the incomes of those persons 
who now perform the less pleasant tasks, we should expect 
that they would be less willing than formerly to continue to 
work at the wages, and for the number of hours, to which they 
are accustomed. This would lead, then, to such an adjustment 
of wages, hours, and working conditions in these lines of em- 
ployments as to make employment therein more nearly equal to 
employment in the positions now filled by the more well-to-do. 
This could certainly not be regarded as calamitous by any 
persons other than those who desire ease and comfort at the 
expense of their fellow men and women. Further, of course, the 
idea that only those who are in dire need will work faithfully is 
very fallacious. 

The desire for purposeful activity is a fundamental trait; 
and likewise is the desire for the good will of one’s fellows. 
Hence, social standards may be such that the application to 
tasks will not be dependent on the satisfaction of bodily needs. 
Indeed, this is the condition to-day so far as a considerable 
portion of our population is concerned. Men live by more 
than bread: hunger may be least among the drives to economic 
activity. 

Foreign Investment. — Inequality in wealth and income 
among the people of a nation leads to foreign investments. The 
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argument in support of this proposition has been suggested 
above. If a few persons are very rich and the masses are very 
poor, the ability of the rich to save money and the inability 
of the poor to buy many consumption goods will at the same 
time tend to depress the rate of interest. If the natural re- 
sources of less well developed countries are being developed 
for the sale of products in the world market, the rate of interest 
offered for funds for such enterprises will tend to rise. It may 
then come about that the rate of interest that can be secured 
in the foreign projects will exceed the rate that can be paid for 
home investments. This will lead the persons who have money 
to loan in the given country to buy foreign bonds. As a result, 
the bank balances of foreigners in the one country will increase 
and the rate of exchange will become more favorable to them. 
They can then, both because of having built up bank balances 
through the sale of bonds and because this results in a lower 
rate of exchange to them, buy more goods from the nation in 
question and pay higher prices than would otherwise be possible. 
The result is, then, that the rich money lenders in the one 
nation buy domestic goods with their savings and trade them 
to foreign entrepreneurs for bonds. The nation as a whole 
exchanges goods — usually production goods, in such cases — 
for bonds, or in other words, sells goods on credit. 

The usual way of accounting for such transactions is that the 
one nation has an abundance of capital — that it has lots of 
money — is very rich. Further, the implications in the writings 
of the observers of such phenomena is that the one nation is 
gaining at the expense of the foreign nations — that it is be- 
coming a creditor nation — that the others are becoming in- 
debted to it. The truth is something other than this, as has 
been noted above. The one nation is unfortunate in that the 
great mass of its inhabitants do not have sufficient buying power 
to make the use of additional equipment at home as profitable 
to the money lenders as is its use abroad. The nation’s mis- 
fortune is, furthermore, cumulative in that its labor and re- 
sources are used to produce goods for the use or comfort of 
foreign peoples rather than for those at home. 
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There is no implication in this argument to the effect that 
foreign trade is disadvantageous to nations nor to the poorer 
groups within a nation. For if goods and services are exchanged 
for goods and services, the well-being of the various groups is 
presumably augmented by such trade. The point at issue con- 
cerns only the sale of goods and services abroad in excess of the 
purchases from abroad of goods and services. When this hap- 
pens, which is the result of buying foreign bonds — of lending 
abroad — of exporting capital — the material well-being of the 
people as a whole is kept below what it would have been if there 
could have been the same volume of production without the 
sale of goods to foreigners in exchange for bonds. 

Political Corruption. — One of the unfortunate consequences 
of a marked degree of economic-inequality is that opportunity 
is th ereby given to the persons of wealth to use their power or 
money in influencing the selection of political officers and the 
enactment of legislation. Roiiticai control is perhaps most fre- 
quently exercised by the control of the nominations of candidates 
by the major party in the locality or nation. This may take 
the form of merely indicating to political leaders the candidates 
that are “ acceptable. ” Failure on the part of the politicians 
to follow such suggestions tends to result in the refusal to make 
campaign contributions, and in the lack of friendly interest in 
other projects, business as well as political, in which the political 
leaders might engage. The power that a rich man can exercise 
by the nod of his head is indeed very considerable. 

The tremendous amount of money that may be used ^ legiti- 
mately/ 7 that is, not in buying votes, but in influencing public 
opinion through advertising, the publishing of articles, and the 
use of speakers, gives to the people of wealth an enormous 
power politically. The enactment of laws by the legislatures 
and Congress to limit the amount of money that may be spent 
in a campaign, and to require the publication of facts in regard 
to the amounts collected testifies to an appreciation by practical 
politicians of the power of money in a political campaign. 

The chance pitting of rich men against each other in political 
struggles reduces the evil consequences of the activity of the 
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rich in politics, and any progress in the development of a vigor- 
ous sense of political morality will lessen the unwholesome 
influence which persons of great wealth may have in the field of 
politics. But when all is said, the fact remains that there is 
latent power of political corruption in large fortunes. 

Corruption in Business. — The possible evil use of great 
wealth is not confined to the field of politics. Corruption may 
be as rampant and as pernicious in the affairs of business as 
it may possibly be in politics. A rival concern may be frozen 
out by preventing it from getting loans, or securing raw material. 
The officials and agents of a rival concern may be bribed, and 
fraud and misrepresentation may be practiced against a com- 
petitor. Such conduct is by no means characteristic of rich 
business men, but the more money one possesses who wishes 
to pursue such policies the more likely is he to succeed. Such 
power is one of the unfortunate consequences of marked in- 
equality in wealth. The Federal Trade Commission and other 
agencies of control tend to curtail such practices, and, likewise, 
the development of higher ethical standards of conduct among 
business men is tending to place economic competition on a 
higher plane. 

The Power of the Press. — Another very significant aspect 
of a high degree of wealth concentration is the power that may 
be exercised over the press of the country. A group of rich 
men, or a single rich man, may have a preponderant influence 
on public thotight as a result of the ownership of papers and 
magazines. Within the past few years, the consolidations of 
papers and the transfer of management as a result of purchase 
and sale have greatly increased the power of a few persons over 
the press of this country. The power which a few men have 
to influence — or determine — public opinion is of staggering 
proportions. The situation is saved somewhat by the existence 
of many independent newspapers and magazines which are 
edited very courageously. 

Economic Opportunity. — The distribution of the opportu- 
nities to succeed economically — to make money — tends to 
parallel somewhat closely the distribution of wealth and income. 
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If the ownership of wealth is highly concentrated in a relatively 
few hands, there tend to be fewer opportunities for the person 
of small means to succeed than would be the case if wealth 
were more evenly distributed. The very fact of a high con- 
.centration of ownership means that a large portion of the 
natural resources and the industrial equipment of a country 
is owned by a relatively few persons, and that these persons 
are relatively very rich. Further, if such control has once been 
secured by a few persons it can normally be retained without 
much difficulty. 

New ventures would then tend to fall into the hands of the 
persons who were already rich as they would be possessed of 
ample funds with which to experiment, and enterprises that 
rivaled those in which such persons were interested could be 
driven out of business by the use of their extensive wealth. 

The persons of unusual ability would, of course, find oppor- 
tunities to rise in such a situation, but the usual person would 
find fewer chances to succeed than if the wealth of the country 
were more widely distributed. 

L eisure a nd Culture. — Some degree of wealth concentration 
can be detenH^ ontheground that it is out of the leisure that 
results from wealth accumulation that a considerable portion 
of the cultural contributions to our civilization has come. Per- 
sistent toil depletes the strength of men and takes away the 
vigor that is necessary for the growth of ideas. Some degree 
of economic ease for a few, if not for all, can thus be justified 
as an aid to the progress of the race. Perhaps, too, very large 
fortunes can be defended on this score as they may be used — 
and to some extent are used — to endow schools and colleges 
and to otherwise encourage the progress of learning. 

Poverty. — Poverty is not necessarily part of wealth in- 
equality. Wealth might be very unequally distributed and yet - 
no one have so little as to be below the line of poverty. But if 
a considerable portion of a population is in poverty the ad- 
visability of the distribution of wealth can be called in question. 
For poverty of economic goods, means cultural poverty and 
cannot be defended. Poverty, further, tends to perpetuate 



CONSIDERATIONS OF PROBLEM OF INEQUALITY 497 


itself. It means that the victims are undernourished phy sically, 
and untrained me ntally, an dJTui^^ 

unaBle'To'ear n good w ageg, Their wages are low because they 
are inefficient and they are inefficient because their wages are 
low. 1 Hence, where poverty prevails a portion of the wealth 
of the community can normally be well used in an attempt to 
eradicate it through assisting the poor by various forms of 
self-help. 

Poverty in America is undoubtedly more prevalent than most 
educated persons behove it to be. The fact that 72 per cent of 
the income receivers have only about $1500 or less per year 
suggests that a considerable portion of the population must 
have far less than $1500 per year per family. The wage data 
given in the preceding chapter should be called to mind in this 
connection. In all of our cities, undernourishment for lack of 
proper food is said by careful observers to be the lot of many, 
and preventable sickness and death the inevitable result of 
this lack of food. The effect of low income is strikingly shown 
by studies of the United States Children’s Bureau which show 
that the infant death rate varies according to the income of 
the father. A compilation of the Bureau’s findings for eight 
cities is as follows: 

TABLE 26 

Infant Mortality According to Father’s Income 2 


Earnings 

Infant Death Rate 
'per 1000 Births 

Under $450 per year 

168 

450-549 

134 

550 - 649 

118 

650 - 849 

108 

850 - 1049 

84 

1050-1249 

64 

1250 and over 

64 


1 Compare Chapter VI, 

2 Sixth Annual Report of the chief of the United States Children’s 
Bureau, 1918, p. 11. 
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According to these data, the chance that a baby will survive 
is almost three times as great if the father earns over $1049 per 
year as it is if the father’s income is below $450 per year. And 
the chances are almost two to one as between two babies whose 
fathers earn respectively over $1049 per year and between 
$550 and $649 per year. Poverty exacts a heavy penalty from 
its victims. 

Ability. — One of the most fundamental causes of inequality 
is the differences that prevail among persons. Scarcity is vital 
totheec^^ goods. Unusual 

physical strength, beauty, or agility; unusual talent in music, 
painting, or architecture; a pronounced degree of piety, or 
marked ability to organize and direct the work of men, to sell 
goods, to choose the firms to whom loans may be made at a 
profit all of these and more command high prices in the market. 

It must not, however, be inferred that to secure a large in- 
come because one has marked ability is to get an income legiti- 
mately. The successful pirates that used to sail the main were 
men of unusual ability at piracy, surely, and presumably they 
had abilities that would have given them great success at many 
other lines of endeavor. Many able business men are lineal 
descendants of these old sea pirates. They can sell merchandise 
whether it be good or bad, and whether the buyers have any need 
for it or not; they can loan money on exorbitant terms and 
foreclose mortgages without a qualm; they can ruthlessly ex- 
terminate competitors, defraud the public with sales of bogus 
stock, and tyrannously impose upon low-paid employees. Some 
of them can do this, too, with a suavity and urbanity of manner 
that disarms the public and almost makes their victims like 
the treatment they receive. This all calls for ability of a very 
high order — but it is the ability of the pirate not that of the 
servant of one’s fellow men. 

Business success does not necessarily depend on piratical 
methods. Countless persons succeed by giving an equivalent 
for what they get as income and wealth. But it is important 
to emphasize that the ascribing of a large income to the ability 
of the receiver of it is not to say that it is earned. Incomes to 
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be justified must be based on service. An income is a claim 
upon society for the goods and services of one’s fellow men, 
and no one should be permitted to have a claim upon others 
except as he gives service in return, unless, of course, it is 
avowedly an income of charity as in the case of children, or 
adults who arc not able to earn that which they must have in 
order to live. 

Professor Carver has strikingly classified incomes into three 
divisions according to their source : earnings, findings, and steal-* 
ings. Clearly, marked ability may be exercised in stealing, but 
that does not alter the method. And by stealings, Carver does 
not mean merely the thefts that are commonly designated. He 
means to include with the violations of the statutory law the 
violations of the higher moral law. 

Findings — gifts, inheritances, windfalls, and unearned incre- 
ments are legitimate in many cases, but the burden of proof 
should always be upon the recipient thereof. It is income in 
the form of earnings that is legitimate without question. A 
worthy ideal for a race of independent men would be that no 
able-bodied adult should accept an income except as he earns 
it; or to state in the present tense the words of St. PauPs 
command to the Thessalonians “if any will not work, neither 
shall he eat.” 1 

Chance — good luck — happy accident, may result in in- 
come and, furthermore, may lead to great fortunes. Indeed, 
many very large fortunes may be traced to some one circum- 
stance that permitted the individual in question to get the start 
that made it possible for him to become a millionaire. Chance 
gains are a necessary part of a progressive society. New in- 
ventions, new processes, new demands cannot but tip the scales 
of fortune toward certain persons, who if they are able and 
awake to their opportunities can hardly fail to succeed. But 
those who thus succeed may be not a whit more able than 
countless others who did not happen to “hit it lucky.” Many 
persons, of course, are so incapable that they would not profit 

1 u * * * this we commanded you, that if any would not work, neither 
should he eat/’ Thessalonians 3:10. 
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by the most golden of opportunities, but among men who are 
equally able, the laws of chance favor some and not all of them. 
The $1000 investment of one will become $30,000,000 in twenty 
years, as in the case of James Couzens, who invested in Ford’s 
infant project, but other investments that seem to be equally 
promising will, in considerable part, result in loss to those who 
undertake them. Ninety per cent of the new ventures fail, we are 
told, and they are not, by any means, all undertaken by fools. 

Inheritance. — Another and a very important source of 
present day large fortunes is found in the institution of in- 
heritance. It was estimated in 1919 that “ four-fifths of the 
one hundred and fifty or more fortunes in the United States 
having incomes of over HfiOOfiOO per year have been accumu- 
lating for two generations or more; and that in England where 
the influence of inheritance has been operating for a longer 
time, the number of wealthy men at the top is two and a quarter 
times as great, in proportion to the population, as in the United 
States. 1 It is very significant in this connection that five 
hundred fortunes of between $5,000,000 and $10,000,000 have 
been handed down in the United States during the present 
generation. 2 

It used to be said that “ there are only three generations from 
shirt sleeves to shirt sleeves.” The meaning was that one man 
by hard work accumulates a fortune and his son wears a coat 
and lives like a gentleman but wastes the inheritance, and 
hence the grandson of the fortune builder must work coatless. 
This is no longer true. Idle and incompetent sons need no 
longer lose their patrimony through bad management. Trust 
companies will manage their property for them. Further, the 
very multiplicity of opportunities to distribute investments 
over many industries, made possible by the corporate organi- 
zation of enterprise, lessens the possibility that unwise invest- 
ment will lead to the loss of a fortune. 

1 Irving Fisher, American Economic Review r March, 1919, p. 12. Quoted 
in Edie, Economics: Principles and Problems , p. 453. 

2 H. H. Klein, Dynastic America and Those Who Own It Quoted in 
Edie, op . dt. } p. 455. 
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Another significant factor is that a fortune that is already 
large tends to grow in snowball fashion. A fortune that yields 
an income of over $1,000,000 per year, and there were over one 
hundred and fifty such fortunes in America in 1919, can hardly 
fail to grow at a tremendous rate, for the income could not 
well be spent. To save a large part of such an income is far 
easier than to spend it all. And any amount that is saved 
begins to earn interest and still further augments the total 
holdings and the income for the following year. 

Progr ams for Lessening Inequa lity^ — There are many 
schemes for lessening the inequality of wealth and income. 
Indeed, any proposal looking toward the eradication of pov- 
erty, or the improvement of the economic welfare of the masses, 
may be considered as bearing on the problem under considera- 
tion. Poverty is tied very closely in many cases with general 
incompetence. This suggests that one remedy is the eradica- 
tion of the unfit through the process of biological steril ization. 
But poverty comes in part from bad luck, from improper social 
environment during childhood and later, and from inefficiency 
in the general economic organization. Pxovisions for reducing 
the amount of unemploy ment: improving schoolfaciIitlesTof 
the very poor; raising w^es at the lower levelsTbylegislation, 
trade union organization, or byThe more efficient conduct of 
business, all tend to improve the position of the people at the 
lower end of the income scale. 

Another factor of significance, which is in part included 
above, is what may be called free incom e. This was discussed 
above in the chapters on wages. The use of roads, streets, 
parks, libraries, and schools is all properly included as economic 
income to the recipients thereof, and to the poor who do not 
pay for their share of these things in taxes, the income is free. 
The poor do, to some extent, pay taxes indirectly in the pur- 
chases that they make, but even so, the larger part of the serv- 
ices enumerated is paid for by the more well-to-do element of 
the population. Any extension of such free income to the poor 
thus means some lessening of economic inequality. 

One very important part of the problem of the mitigation of 
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gross inequalities concerns the large fortunes that were dis- 
cussed above. The plan most frequently proposed in this con- 
nection is the use of inheritance taxes. This was warmly 
advocated some years ago by Andrew Carnegie and Theodore 
Roosevelt, and to-day practically all of the states have inherit- 
ance faxes and, as well, the federal government. 1 Just how 
high the rates should be is a moot question, but the principle 
that such taxes should be levied is well established in America. 
The principle of inheritance is, it should be noted, thoroughly 
defensible. It is only the inheritance of large fortunes that is 
socially objectionable. Such practice, as already indicated, 
tends to increase greatly the concentration of wealth in a few 
hands. And this, in turn, is detrimental to the general social 
interest. As Francis Bacon said over three hundred years ago, 
“money is like muck, not good unless it is spread.” 2 

I ncome taxes may also be usedmff ectively to prevent the 
fortunes of the very rich from accumulating as fast as would 
otherwise be the case. Clearly, a vigorous application of in- 
come taxes might result in the taking for government pur- 
poses such a large portion of the large incomes that only an 
amount sufficient for current expenses would remain. The 
fortunes then could not grow in size. It is claimed that the 
very heavy federal taxes that prevailed here shortly following 
the war were very effective in checking the growth of large 
fortunes. These taxes were, however, greatly reduced during 
the Harding-Coolidge administration. But whatever may be 
the differences in opinion relative to the tax rates that should 
prevail, the principle is, seemingly, well established with us 
that the persons with large incomes should pay higher tax rates 
than do the persons who receive small incomes. 

The issue of taxing into the hands of the government a portion 
of the wealth of the rich raises the question as to the use that 
would be made of the wealth involved if it is left with private 
owners, or if it is taken by the government. Certain of the 
large American fortunes are undoubtedly used as effectively 

1 See Chapters XLVIII and L. 

2 The Advancement of Learning , Book I. 
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in the social interest* as if they were controlled by govern- 
ment agencies, if not more so. That is, the profits, interest 
included, that accrue to large fortunes and are used in the 
extension of manufacturing equipment serve the public more 
effectively in many instances than would be the case if such 
accruals were taken by the government and dispensed by the 
politicians. To cut down the great concentration of wealth — 
1 per cent of our population owns 60 per cent of our wealth — 
is advisable, but to do this and direct the economic activity 
of the country no less wisely than it is directed now calls for 
wise statesmanship. 

One interesting suggestion in this connection, which was 
referred to above, 1 is that the government should tax the rich 
heavily, especially by means of inheritance taxes, and use the 
money secured to buy stock and bonds in industrial concerns. 
In many cases of inheritance, this would amount to the govern- 
ment's taking stocks and bonds that would otherwise pass to 
the heirs. The control of enterprise would thus be left in 
private hands. The income accruing to the government from 
such holdings might then be reinvested in industry, or used for 
government purposes. 

In relation to this problem of altering the present distribu- 
tion of wealth and income, it is well to note that in any country 
property rights, whatever they are, are institutionalized. They 
have the permanency of character that is found in the family 
arrangements, or in the plan of political government, or in the 
beliefs and practices of the Church. In short, property rights, 
which are what we may call the prevailing attitudes toward 
the ownership of economic goods, are a social institution as is 
the family, state, or Church. Hence, inequality in wealth under 
a system of private property also becomes institutionalized. 

It follows from this that marked changes in property rights 
seldom occur, just as marked changes in the other social in- 
stitutions seldom take place. But all are subject to the im- 
mutable forces of change that permeate this world. “The mills 
of the gods grind slowly/' but they grind. 

1 P. 495. 
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In the United States, property rights are perhaps more se- 
curely established than they are in any other country in the 
world, as noted in Chapter XXXVI. Our federal form of gov- 
ernment, including the necessity for a written constitution to 
separate the state and national power, gives a high degree of 
permanence to the provisions governing property rights, and, 
further, this makes necessary the judicial interpretation of 
legislative acts. Thus any proposals for a change affecting 
property rights must not only run the gantlet of Congress or 
a state legislature, but must also meet the approval of the 
United States Supreme Court. The mere fact of an appeal 
from the legislative body to another body would tend toward 
the maintenance of the status quo } but with the second body 
being the judiciary, the curb upon change is greatly augmented, 
because law judges are very conservative. This point was 
raised frequently, it will be recalled, in the chapters dealing 
with the regulation of business enterprises and labor legislation. 
But as just stated, changes do take place. This is indicated 
by our present laws in respect to income and inheritance tax- 
ation. However, to repeat, property rights as they prevail at 
any one time have an unusually high degree of security in this 
country. 

It seems to be reasonably safe to make the prediction that 
the gradual extension of learning among the masses will lead 
to a greater insistence upon economic democracy, and that this 
will take the form in part of a movement toward a lessening of 
extreme inequalities in the wealth and income of the people of 
the nation. Just what method may be used is problematical. 
That is on the knees of the gods. 

PROBLEMS AND EXERCISES 

235. Is there a close relation between social and political welfare 
and the distribution of wealth? Discuss. 

236. Name at least three causes that account for the present un- 
equal distribution of wealth, (a) Describe them in brief detail. (6) Do 
you think that the unequal distribution arising out of them is justi- 
fiable or not? 

237. “Were it not for the Fords, the Morgans, the Duponts, the 
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Mellons, and other men of great wealth the United States would be 
poor in industrial equipment.” Carefully evaluate this statement. 

238. “Since Aristotle’s time political scientists have noted a close 
correlation between economic power (wealth) and political power.” 
Do you believe such a close relationship to exist? Carefully explain 
and illustrate your answer. 

239. Why, in a democracy, does extreme concentration of wealth 
often tend to foster political corruption? Discuss carefully. 

240. In what way is a defense of a protective tariff based upon a 
certain conception of the value of unequal distribution of wealth? Crit- 
icize this defense. 

241. Bernard Shaw has at times suggested the advisability of an 
arithmetically equal distribution of income, (a) Do you think this 
would be possible under any system of government? Discuss. ( b ) Do 
you think such an equal distribution would be permanent? Why or 
why not? (c) Is an equal distribution of income theoretically possible 
in a competitive society such as ours? Why or why not? 

242. Which is the more unequally divided in this country, wealth 
or income? Why? 

243. Can both the standard of living and the degree of inequality 
of wealth increase at the same time? Explain. 

244. What would be the effect of increased education upon: (a) The 
relative equality of income among persons? W r hy? (b) The relative 
equality of the amounts of property owned by property owners? Why? 
(c) Would the effect of a careful eugenics program be the same as that 
of an increase in the amount of education? Why or why not? 



CHAPTER LVIII 


A SUMMARY CONSIDERATION OF PRICES 

The subject of price as was emphasized in the early pages 
of Volume I lies at the center of the science of economics. 
In further illustration of this point it will be recalled that most 
of the topics which have been considered in the preceding 
chapters concern the matter of price. The subject of money 
and banking, business cycles, international trade, public utili- 
ties, labor organizations, and foreign exchange, for example, 
bulk large with the question of pricing. And the shares of 
distribution, which have recently been considered, are, obvi- 
ously, prices. These prices — the incomes of individuals — 
closely affect the prices of commodities. The problems of 
these relationships will be discussed in this chapter with a 
view to ascertaining the basic principles of pricing. 

Summary of Preceding Discussions. — Before considering 
this question, the discussion in the earlier chapters referring 
to price will be summarized. Broadly speaking, it is the pric- 
ing mechanism that gives direct ion to the economic forces. 
As prices rise in one field relatively to other fields, the pro- 
ductive forces are drawn to the one line of work and away 
from the others. This comes about because of the desire of 
men to make profits, and this depends in part upon the ne- 
cessity of making profit, in many cases, if bankruptcy is to be 
avoided. In s hort, placement is largely effected by means of 
jnicim . 

To some extent, considerations other than the desire for 
profit determine the choice of fields of work, and even within 
the different “fields,” non-monetary considerations may place 
the economic agents. But by far the dominant feature in the 
direction of the economic actions of men to-day is the pric- 
ing mechanism. Control is largely exercised by prices. 

506 
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These prices are determined in part by the free play of the 
desires of individuals for certain goods, rather than for other 
goods, but to some extent social custom and also deliberate 
action by groups of persons, determine the prices that shall 
prevail in the various lines of activity. But however they 
become what they are, the prices that prevail very largely 
control the allocation of economic effort. 

Control by means of prices is not limited to a system of 
private property such as prevails with us. Even in a com- 
munistic organization it would be necessary to ascribe prices 
to finished products and to the means of production, including 
labor and “waiting,” and to keep cost records, if the society 
were at all complex, and if it were desired to pay attention to 
the efficient conduct of economic activity. To be sure, a small 
communistic society in which the work that is carried on is 
very simple, prices may not be used at all. Such a case is 
analogous to that of an isolated family which is entirely self- 
dependent. But complexity of organization would make it 
necessary for a communistic society to keep books in terms to 
prices in order that the work of the community might be in- 
telligently directed. Further, there can be no question of the 
importance of careful pricing and cost-keeping in a system 
of state socialism. By such a system is meant the ownership 
and direction of enterprises by the state, and the payment 
of wages to all workers and the sale of finished products to 
them. Careful pricing would be imperative in such a society. 

It may also be noted that in cases of state or municipal 
ownership to-day, prices — costs — need to be accurately kept 
in order that the value of the products may be compared with 
the costs, and the undertakings with other undertakings. In 
sum, evaluations through the instrumentality of prices are 
necessary to the rational conduct of economic life. 

The discussion in the preceding paragraphs has been con- 
cerned with the question of the relation between the prices 
of various commodities and services, and it is this question, 
particularly in regard to the shares in distribution, that is 
the subject matter of this chapter. In order to emphasize 
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this point, it may be noted that we are not concerned here 
with the relation of money to price. That is, the level of 
prices is not under consideration in this place. This is a ques- 
tion of great moment, as has been indicated earlier. This 
matter was given special consideration in Chapter XXXI, and 
cannot be further considered now. Suffice it to say that this 
is one of the most challenging problems to citizenship. 

The most fundamental fact in regard to prices is that they 
are interdependent . The price of one commodity depends 
on the prices of other com modities, as implied in earlier chap- 
ters. Is this true througEouFIEe system of prices? Are price 
relationships wholly circular? Especially, are the prices for 
labor, waiting, and risk-taking fundamental? Do they break 
the circuity in the price system? Are the wages, the rate of 
interest, and the rate of profit for which men will engage in 
economic activities primary? Are these prices determined first 
and the prices of commodities based on them? Are prices 
high or low because the wages, interest, and the rate of profit 
which men require as payment for engaging in economic activ- 
ity are high or low? Or is it the other way about? Are the 
prices of finished consumable goods primary? Are these de- 
termined first and then through them the prices of the “factors” 
of production? Or is neither group primary? Are the two 
interdependent? 

The Distributive Shares. — The economic product is obvi- 
ously limited by the hours of work per week. If men were 
content to do more work, instead of stopping to play, output 
would be larger and prices would be altered. Relative prices 
of produced commodities might remain much as now, but 
the relative prices of produced commodities and of land, for 
example, would change. But it does not follow from this 
that wages are primary to the prices of commodities in the 
pricing process. In so far as wages equal marginal disutility — 
in so far as the particular wages that prevail are necessary to 
call out the amount of work that is expended — there is a 
mutual cause and effect relationship between prices of com- 
modities and wages. But as argued in Chapter LII, the dis- 
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utility analysis has but little validity in respect to wages. 
Hours per day or per week are largely conventional — they 
are but to a very minor degree the result of carefully balancing 
the pleasure of having the product against the pain of work. 
To the extent that the disutility analysis is valid the causal 
relationship between prices of products and wages is one of 
mutuality, but to the extent that it is not, causal relationship 
runs from prices of commodities to wages. It is the second of 
these conditions that prevails generally. 

Principally the prices of products are primary. What will 
be paid for finished goods determines what can be paid for 
labor service. Or to leave the employer out of the reckoning, 
the price that can be secured for the product is the reward o f 
the laborer. Wages come from produ ct. 

But the prices of individual products come from wages. 
If attention is directed to the wages of any one group, they 
appear to be the results of other wages. All are bound together, 
and here again social custom is important. The wages of 
one group may be above or below the wages of other groups 
for no better reason than that such differentiation is accepted 
as reasonable by all the parties concerned. But such wage 
differences do not mean lack of relationship among wages. 
However, if the wages of a group are given, they become di- 
rectly causal in the pricing of the particular commodity that 
is produced. An entrepreneur largely takes the wages as he 
finds them and sets the prices upon his product accordingly. 
Thus the price of any one product is a direct result of wages 
as a cost of production. The most primary relationship begins 
with the prices of finished product taken as a whole, and runs 
to wages, and then individual wages in turn are causal in set- 
ting particular prices. Further, wages as a whole are a large 
element in the demand for goods, and for this reason also are 
causal in the pricing process. 

The above analysis has, for the sake of simplicity, been 
stated in terms of wages. There are, of course, other factors 
than labor in the economic process. But the price relations 
for the other factors are similar to those indicated for labor. 
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The waiting which is necessary in an economic society, and 
for which a rate of interest is paid, is clearly analogous to 
labor service in the pricing mechanism. The disutility analy- 
sis is perhaps more valid here than in the case of wages, 
as was argued in Chapter LIII. Savings would perhaps be 
somewhat less at lower rates of interest, because of the sav- 
ings dispositions of individuals, but perhaps far more, a low 
rate of interest would reduce savings by reducing the income 
of interest receivers. Savings are a function of income as well 
as of the rate of interest, and the income of savers is largely 
derived as a result of the rate of interest and of other 
prices. 

The rate of interest is thus not primary in the pricing process. 
We cannot begin with it in explaining prices. Rather we begin 
with prices, as in the case of wages. But here, too, the rate 
of interest is causal in respect to the prices of individual prod- 
ucts. And, also, to some extent the rate of interest is causal 
in that it overcomes the disutility of marginal savers, and 
gives a volume of savings that is at least slightly different from 
the volume that would otherwise prevail. 

Likewise, the rendering of entrepreneurial service may be 
thought of in terms of disutility. It is irksome to take risks, 
we have been told, and the pain of venturing money can be 
overcome only by a reward in the form of profits. But in this 
case as in the others, the disutility analysis is of but little 
validity. The venturing of money in enterprise is perhaps but 
little related to the expected rate of return. Investment in 
one line is, of course, determined by the prospective rate of 
return there, as compared with the prospective rates of return 
elsewhere. And whether one individual invests, or saves and 
loans to an investor, depends somewhat on the probable rela- 
tive returns to him from the two processes. But investing or 
saving versus spending is but little affected by the prospective 
rate of return. 

The opportunities to invest as a result of the prices that 
prevail are very important here, and also the custom of one’s 
group. The disinclination to invest is not primary in the 
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pricing process, save to a very minor degree. Largely the 
causal relations run from prices as a whole to business profits, 
rather than from a required rate of profit to prices. 

Land, or natural resources, the other basic factor in the pro- 
duction of goods, does not involve at all the disutility element 
which has been discussed in relation to the other three factors. 
Its price — its rent — cannot then be said to be at all primary. 
There is no pain or disinclination to be overcome so far as 
land is concerned. Thus the price of land — its rent — has 
from the early days of the science of economics been held to 
be a result of other prices and not a cause of them. This is 
sound enough if the question is viewed very broadly. But 
with prices generally as they are and with the rent of any 
parcel of land as it is, the rent becomes causal so far as other 
uses of the land are concerned. The case is analogous to that 
of wages. The wage in any new employment depends upon 
current wages, but the price of the product in the new line 
of work must cover the wages, else the work cannot be under- 
taken. The wages are a cost, although, of course, the price 
of the product may greatly exceed the cost. The wage is causal 
only in that the price of the product must at least equal the 
wages paid. Similarly, the rent that must be paid to get the 
use of a parcel of land is causal in the pricing of the product. 
The price of the product must at least equal the rent paid in 
addition to the other costs, or the work cannot be car- 
ried on. 

The general conclusion, then, is that the prices of the factors 
of production are not independent in the pricing process. They 
are not primary. In the case of three of them, disutilities may 
have to be overcome, but whether the disutility element be 
included or excluded, the entire system of prices is one of 
interdependence. The prices of commodities and of the fac- 
tors in production are mutually dependent, as was argued earlier 
in respect to commodity prices. 

The following jingle from Davenport's Economics of Enter- 
prise emphasizes this highly important feature of the pricing 
system. 
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The price of pig 
Is something big; 

Because its corn, you’ll understand, 

Is high-priced, too; 

Because it grew 

Upon the high-priced farming land. 

If you’d know why 
That land is high, 

Consider this : its price is big 
Because it pays 
Thereon to raise 

The costly corn, the high-priced pig! 1 

Competition. — In view of the preceding discussion jit is per- 
haps well to emphasize again a point that was frequently 
stressed in the earlier chapters; namely, the importance of 
the principle of competition. To say that prices are inter- 
dependent is to say that competition prevails throughout the 
economic system. This does not mean that there is what 
economists have often called free competition. Competition 
is not perfect. There is not a delicate balancing of supply 
against demand in the markets for the various goods and 
services. On the contrary, there are many dikes on both the 
demand and the supply side. In the case of some commodities 
and services these dikes are on the side of supply. Under- 
standings and agreements among professional men, manu- 
facturers, retailers, money lenders, and wage-earners as to the 
charges that should be made for services or products are all 
illustrative of the restrictive forces that operate on the side 
of supply. And also, entirely aside from agreements, restric- 
tions on price from the supply side are in part social customs. 
Certain prices prevail because they have been accepted as 
reasonable. The sellers in such cases, whether they sell serv- 
ices or goods, would feel outraged if asked to sell below the 
customary figures. 

And, in the case of some prices, dikes are found on the de- 
mand side. There may be understandings or agreement 
among buyers that they are not to bid above certain figures. 
This is especially likely to be the case in the employment of 
1 H. J. Davenport, Economics of Enterprise , 1913, p. 107. 
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labor, in the borrowing of money by banks, and in the purchase 
of raw material by manufacturers who buy in a local market. 
Also, the fact of custom is of importance here. Retailers often 
find it difficult to alter a price that has prevailed for some 
time, landlords experience difficulty in raising rents that have 
been long unchanged, and the fact of custom operates as a 
check upon the demand of employers when conditions tend to 
force wages either up or down. 

But after making due allowance for the restrictions upon 
the price making processes that prevent a high degree of 
delicate adjustments from being made with every change in 
the economic winds, the fact remains that the forces of competi- 
tion are of fundamental importance. To understand the price 
mechanism one must look primarily to the competitive aspect 
of our economic life. This is the basic determinant. But to 
see the picture whole, the restrictions upon the free play of 
competition must be observed. 

Substitutions. — The principal point that has been empha- 
sized in the above portions of this chapter is frequently phrased 
in terms of substitution of the factors of production for each 
other. Professor Cassel, a noted Swedish economist makes 
much of this . 1 Clearly, all competition is merely a process of 
substitution. Hence, there can be no question as to the general 
validity of the idea of substitution. But certain reservations 
are necessary relative to the substitution of one of the factors 
of production for another. Cassel points, for example, to the 
substitution of labor and material for land in the case of build- 
ing a subway. Similarly, he describes intensive farming as 
the substitution of labor and material for land. Rather than 
use more land for surface cars, the subway is constructed, 
and rather than seek additional farming land, the given land 
is used intensively. These are cases of substitution so far as 
the business men directly interested are concerned. The men 
who are in the business of providing transportation service 
might buy additional land and construct more surface lines. 
But this land may be so high in price that it will be more 
1 G. Cassel, A Theory oj Social Economy. 
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profitable to construct an underground railway. Likewise a 
farmer possessed of land might find it more profitable to push 
it far down into the stage of diminishing returns rather than 
purchase additional land and farm at the point of optimum 
returns per unit of labor and capital. 

From the point of view of the entrepreneur these are cases 
of substitution, and they are typical of the cases that are of 
daily occurrence. But from the point of view of the society 
as a whole they cannot properly be regarded as instances of 
substitution. Assume a socialist state that is confronted with 
the problem of transportation in large cities. If it is decided 
to build a subway, this may be phrased in terms of the most 
effective utilization of the labor force. Rather than use labor 
in other ways it may be deemed advisable to use it in procuring 
the necessary materials and in building the subway. Such 
work would be regarded as the best possible utilization of that 
amount of labor. The products that are forgone in order to 
build the subway are the things for which it is really substi- 
tuted. 

Similarly, broadly speaking, machinery is not substituted 
for labor. Individual employers constantly do this, but so 
far as the society as a whole is concerned the labor force is 
merely re-directed when machinery is produced and used. 
Certainly, if unemployment does not result there cannot be 
said to have been a substitution of machinery for labor. The 
basic economic problem in any society is that of using most 
effectively the labor and the natural resources that are avail- 
able. There is fundamentally no problem of substituting labor 
and resources for each other, or equipment for either. Indi- 
vidual business men do this but the society as a whole does 
not. Substitutions are constantly being made, by the entire 
social group, but these are in the form of one possible product 
for another. This is the ever present problem of choice. And 
another term for the exercise of choice is competition. 

The Best Use of Resources. — It is frequently argued that 
the pricing system leads to the best possible use of the eco- 
nomic resources. The argument is that under the pressure of 



A SUMMARY CONSIDERATION OF PRICES 515 

competition a single price tends to prevail for each product. 
Steel, for example, tends to command the same price from all 
users. If steel bars sell for $1.90, then they must be put to 
at least a $1.90 use. Steel will not be used where a cheaper 
material would do as well. Or if the wages of common labor 
are sixty cents per hour, this price must be paid by all em- 
ployers. Labor cannot be put to less than a sixty cent use. 
Rut nothing in this would prevent employers from putting 
labor to the best possible use above this rate. This is also true 
so far as commodities are concerned. The price prevents any 
commodity or service from being used for any less use than 
the price indicates, but permits any higher use. Hence the 
argument is that the pricing system leads to the best possible 
utilization of the economic resources of a community. 

But the above conclusion is unwarranted. It implies an 
ideal distribution of buying power and a wise expenditure 
of that buying power. To consider the second of these firsts 
no one who reflects upon the choices that are made in the ex- 
penditure of money could insist that the resources of a nation 
are put to the best possible use. There are too many spurious 
articles on the market, and too many persons engaged in forms 
of personal activity that do not promote economic welfare, for 
this to be true. The present method of directing economic 
activity undoubtedly gives a better direction to this activity 
than would a system of complete social control, such as com- 
munism, as is argued later in this book. Rut the better 
of two methods in this imperfect world does not give perfec- 
tion. The free choice of individuals tempered however much 
with social control does not lead to the best possible use of 
economic activity. 

Further, the lack of perfection in making expenditures means 
that certain persons come into the possession of purchasing 
power without having rendered social service in exchange for 
it. Then, too, by findings and stealings purchasing power is 
secured without any attempt at the giving of an equivalent 
to the society against which these claims run. However wisely 
these persons may spend the money which they thus secure, 
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A CRITIQUE OF THE PRESENT ECONOMIC 
ORDER 

The Moral Judgments of Economists. — In the preceding 
chapters various aspects of our economic system have been 
described, and moral judgments have been pronounced in re- 
gard to some of them. That is, certain aspects of the economic 
system have been approved and others have been condemned. 
Taxation accordin g to ability tojpay was approved as the proper 
criteria of taxes. The general functions 

performed by trade associations and trade unions were also 
approved. The practice of our railway managers before they 
were subject to strict control was shown to have been undesir- 
able. A relatively low degree of inequality in ownership was 
held to be desirable as compared with a relatively high degree 
of inequality. And the issuance of large quantities of irredeem- 
able paper money, such as has taken place at certain times in 
our history, was condemned. These are only a few of the many 
illustrations that could be given of the moral judgments that 
have been made in the preceding pages of this book. Obviously, 
the word moral has a much broader meaning in this paragraph 
than it has in ordinary popular usage. Here it means a judg- 
ment in regard to that which is desirable. 

Judgments such as were indicated are commonly made by 
economists. Indeed, there is perhaps no economist who does 
not make such judgments. Many of them insist, however, that 
an economist must only describe conditions — that he must 
not make moral judgments. But despite these professions by 
certain economists that moral judgments should not be made, 
and the promises that moral judgments will not be made by 
them, they go blithely on and approve the gold standard, con- 
demn a protective tariff, justify labor legislation, denounce the 

521 
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general property tax, and in like manner express approval 
and disapproval of various features of the economic system. 

Economists cannot well avoid making such judgments. They 
come to have a vital interest in the various questions which 
they study, and cannot but conclude that some arrangements 
work well and others ill, and that certain proposed changes 
would be desirable and others undesirable. Further, since the 
economist presumably knows more about the economic system 
than any other specialist — more about the way the various 
parts function and the relation of the parts to each other — he 
almost necessarily comes to feel that he has a solemn duty to 
society to express approval and disapproval in regard to ques- 
tions of economic arrangement. For an economist to refuse to 
recommend a procedure in regard to economic affairs would be 
as marked a case of professional emasculation as would be the 
refusal of a physician to recommend treatment for a sick child. 

But, of course, an economist in his investigations must not 
let his hopes and fears influence his conclusions. He must, in 
pursuing his subject, be concerned only with ascertaining the 
truth. As Pigou says, in the introduction to his little book, 
Unemployment: 

et Resentment at the evils investigated must be controlled, lest it 
militate against scientific exactitude in our study of their causes. Pity 
however sincere and grief however real are here intruders to be driven 
ruthlessly away. Stirred by their appeal we have entered the temple 
of science. Against them its doors are closed, and they must wait 
without for our return.” 1 

This high ideal of the scientist is not always realized in the 
work of economists, nor in the work of other specialists. Human 
frailty is such that cold objectivity in thinking is difficult to 
attain. Hopes, prejudices, presuppositions, inclinations, can 
only with difficulty be kept out of analyses in regard to eco- 
nomic or other social conduct. It is easily possible for two well- 
trained men to reach opposite conclusions on the basis of the 
same data. As a result of the way one of them has been con- 
ditioned, the data may be interpreted to mean one thing, while 

i P. 1L 
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the conditioning of the other leads him to form a different 
conclusion . 1 This point was developed in the first chapter of 
Volume I of this book. To repeat the statement made there, 
bias and prejudice, so far as is possible, should be guarded 
against in all analyses. 

But the fact that analysis in economics, or in any other 
science, should be purely critical does not lead to the conclusion 
that the economist, as a result of his investigations, cannot 
make judgments as to the light that the analysis throws on the 
question of the desirability or undesirability of certain policies. 
In fact, if analysis in economics is not to furnish a guide tm aaeial 
policy it become s only a mental exercise. . That, of course, 

activity might be justified as the 
pursuit of truth for truth’s sake. Seldom, however T can th e 
ascertai nment of truth be an end in itsel f. Almost necessarily 
newly ascertained truth in regard to men becomes a guide t o 
conduct. Economists, even if they so desired, could hardly 
prevent the truth which they find from playing some part in 
the direction of social life, albeit the influence of many of their 
findings is pitifully small, because of the self-interest of certain 
powerful groups and the ignorance of other groups. 

Many school men would, formally, take exception to the 
above presentation. They would insist that the scientist must 
not be an advocate. His duty, it would be argued, is to analyze 
the situation, and, so far as there are alternative policies, 
present the case for and against each one without drawing a 
conclusion as to which is preferable. There can be no question 
that in many cases this is the proper course. The result of 
critical analysis may reveal such an even balancing of the pro’s 
and con’s in regard to a given policy that it is not apparent 
which line of conduct would contribute most to the general 
social interest. The scientist in such a case can well refrain 
from making any moral judgment In regard to the question at 
issue. That is, he can well refrain from making a recommen- 
dation as to the line of social conduct which is preferable. 

1 For an illustration see II. G. Brown, “The Single-Tax Complex,” 
Journal of Political Economy , April, 1924, Vol. XXXII, p. 164. 
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In many cases, however, it is very puerile for the scientific 
economist to refuse to draw a conclusion in regard to the moral 
validity of a given policy. Consider, for example, the matter of 
regulation of railroads by the Interstate Commerce Commis- 
sion, which draws its authority from the national government. 
The most cursory investigation of the history of railway opera- 
tion indicates the imperative need of social control over the 
railway industry. For the economist to present the facts and 
refuse to make a moral judgment in regard to the question of 
regulation would be comparable to a physician’s presenting 
data to show that a certain diet will contribute to the health 
of children, but refusing to make any recommendation as to 
how children should actually be fed. Indeed, the analysis in 
this and many other cases points inescapably to a conclusion 
in regard to social policy. The conclusion, as a result of the 
analysis, is itself a recommendation. It amounts to a moral 
judgment as to what is desirable. 

The moral judgments of an economist are made only on the 
basis of certain assumptions. Indeed, any moral judgment is 
posited upon certain assumptions as to what is good. In other 
words, a moral judgment is merely a judgment as to how to 
realize a certain end. The end is often undefined, but it is 
always involved in the judgment. To say that a thing is good 
necessarily means that it is good for something. Good always 
means good for and bad always means bad for . For example, 
truth is good, not in itself, but because it is only on the basis 
of truth that men can depend on each other, and conduct 
themselves in a way that will develop that degree of social 
cohesion that is regarded as desirable in the life of the race. 
If the promises of men could not be relied upon, our highly 
interdependent economic system would be impossible. Thus 
if social cohesion is good, truth which is essential to it is also 
good. The physician’s judgments as to what is good, to which 
references have been made above, are all posited upon the 
assumption that the preservation of human life is good. In 
short, any judgment that a given policy is good is merely a 
judgment that the policy in question is good for — will con- 
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tribute to — the realization of a given end. Assumptions as 
to ends are thus necessary to the formation of moral judgments. 

The assumptions that are implicit in most of the judgments 
of economists are those which are generally accepted in our 
present society as to what is desirable in respect to economic 
relationships. These may be broadly classified into two as- 
sumptions. First, it is generally assumed that material welfare 
is desirable : that food, clothing, shelter, books, music, pictures, 
and automobiles contribute to the enrichment of life. This 
assumption involves a limitation upon itself, as is true of almost 
any general proposition. The addition of goods at the expense 
of health is not approved, nor is approval given to the addition 
of material wealth at the sacrifice of the social virtues, such as 
fair treatment of others. But within these limitations, the 
current assumption in our society is that material welfare is 
good. / 

Two corollaries follow from this assumption. First, since 
economic welfare is desirable, the application of economic 
activity so as to secure the largest possible gain with a given 
expenditure of energy is desirable. This may be briefly desig- 
nated as an assumption that efficiency in economic activity 
is desirable. The antithesis of this is that waste in the produc- 
tion or utilization of material goods is undesirable. Efficiency, 
however, is approved only within limits. That is, a degree of 
economic efficiency that impairs bodily health or that otherwise 
detracts from what is generally regarded to be a "good life” 
is not approved* 

A second corollary to the assumption under consideration is 
that leis ure is desirable. This has already been implied in the 
discussion above to tKeeff ect that the principle of the desirability 
of material welfare is applicable only within limits. This idea 
is given practical form in the common acceptance in any com- 
munity, at any time, that it is undesirable to work more than 
a certain number of hours per day. At one time ten hours per 
day were approved; to-day social approval runs in the terms 
of an eight hour day and a forty-four hour week, and, sometime 
in the future, approval may be given to a further shortening 
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of tbe number of working hours. Whatever number of hours 
may be specified, the fact of such social conventions means the 
acceptance of the assumption that material welfare is to be 
augmented at the expense of only a given number of hours of 
work. 

The second general assumption which is commonly accepted 
throughout our system is that there should be a relatively high 
degree of democracy so far as our economic relationships are 
concerned. One phrasing for this is that material well-being 
should prevail throughout our economic system. Another 
phrasing for this is that each person should be considered as 
an end in himself rather than merely as a means toward the 
welfare of another. A striking antithesis of the ideal under dis- 
cussion is found in the institution of slavery, which is, pre- 
sumably, solely in the interest of the slave owner. The ideal of 
democracy in material welfare is also subject to limitations, as 
is the assumption which has already been considered. That is, 
democracy in respect to the enjoyment of economic income is 
defended only in so far as the principle involved does not lead 
to a lessening of the material welfare of the entire society. 
Another phrasing for this is that the extension of the democratic 
ideal in economic ownership and enjoyment of income is not 
approved beyond the point that would result in the curtailment 
of economic progress; nor beyond the point that would result 
in a weakening of the strength of the nation, thus making it 
less able to cope with other nations in the struggle for existence. 
But within these limits, the ideal of democracy is part of the 
common assumptions in our society as to what is good. 

The d emocratic ideal does not call for absolute equality o f 
ownership^ For reasons which were suggested in Chapter LVI, 
a system of private property, such as prevails with us, requires 
as part of its mechanism that there shall be at least a possibil- 
ity of inequality. Further, it is to be expected that there will 
be inequality in a private property society. The demands of 
buyers could hardly be such in relation to the labor services 
and goods which various persons have to sell that equal in- 
comes could result. It is thus only within broad limits that the 
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democratic ideal in wealth ownership and income distribution 
is defended with us. But as between a high degree of economic 
inequality and a low degree of economic inequality, the general 
presumption is in favor of the former rather than the latter. 

Another phase of this matter relates to democracy in economic 
opportunity. The accepted doctrine among us is that persons 
in the lower economic groups should be free to rise into the 
higher economic groups: that the channels of opportunity 
should be open to all regardless of social station. 

It is on the basis of these two assumptions that economists 
commonly make judgments as to what is desirable in our eco- 
nomic society. Granted these or other assumptions as to the 
ends that should be realized in the economic society, the econ- 
omist is presumably the one who is best qualified to determine 
the lines of conduct that will lead to the fullest possible reali- 
zation of the kind of society that is desired. But the economist, 
as an economist, is limited in his judgment to questions that are 
posited upon assumptions as to the desired kind of economic 
society. As an economist he can judge as to whether a program 
of economic conduct is consistent with the end that is desired, 
but he has no judgment as to the validity of the end that is 
posited. For example, the economist, as an economist, can 
have no judgment whatever on the question as to whether 
the ascetic ideal of the early Christians is better or worse than 
the ideal of an ever-increasing material welfare, which prevails 
with us to-day. Such a question is beyond the scope of the 
economist. To put this matter in another way, the economist, 
as an economist, has no judgment as to what is ultimately good. 
As a man who chooses to be his own philosopher, he may have 
very pronounced ideas in regard to such matters. But in this 
realm, he is not functioning as an economist. Granted, however, 
assumptions such as were indicated above, the economist can- 
not fail to be able to express judgment as to what conditions 
will permit us to realize most fully the kind of economic society 
that is considered to be desirable. 

Critics of the Present Society. — The present economic 
society is subject to a great deal of criticism. The very com- 
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plexity of the society makes it almost inevitable that many 
persons should be displeased with one or more aspects of it. 
The temperament, aspirations, and general outlook of men are 
so different that it would be strange indeed if many were not 
dissatisfied with some of the many aspects of a complex eco- 
nomic system. 

The critics of the present system may be divided roughly 
into two groups; namely, radicals and liberals. In antithesis 
to these two groups, the defenders of the system are com- 
monly known as conservatives. The radicals, as the name 
suggests, are those persons who wish to bring about fundamental 
or radical changes in the organization of our economic society. 
Since the most fundamental aspect of our present society is 
the institution of private property, we designate as radicals 
those persons who are anxious to do away with private owner- 
ship and to substitute for it some form of social or collective 
ownership. We also classify as radicals the persons who do not 
wish to abolish private property yet are anxious to effect 
marked changes. But, however wide the group of radicals is, 
the most radical are those who wish to eliminate the institution 
of private property. The persons holding to this view may be 
classified into at least three groups: socialists, communists, 
and anarchists. The group of socialists may be still further 
subdivided into many different groups as will be indicated in 
the following chapter. 

Liberals. — The critics of the present economic system who 
do not wish to bring about radical or fundamental changes 
therein are commonly known as liberals. They occupy the 
middle of the road between the radical critics on the one hand 
and the stanch conservative defenders on the other. Persons 
who call themselves liberals usually profess an openness of 
mind in regard to problems of economic and social reform. The 
fact that they hold a compromise position is some evidence 
that they are open-minded. 

Conservatives. — The conservatives are the group that de- 
fend the present system of private property, and the arrange- 
ments that prevail within it, While most of them would readily 
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agree that the present system is not perfect in all of its details, 
still they are stanch defenders of the system as a whole, and 
are generally strongly opposed to any change, especially in the 
direction of a greater degree of economic democracy. 

The Criticisms of the Present System. — The criticisms of 
the present system may be grouped under two heads: (1) the 
system results in great waste and (2) a high degree of injustice 
prevails. These two lines of criticism, it will be noted, are in 
accord with the two basic assumptions in regard to the marks 
of a good economic society, which were developed above. 
Criticisms of the society on the score of its wastefulness may 
be divided into two divisions. First, it is claimed that a com- 
petitive system is in itself wasteful, and second, that there is 
marked stupidity on the part of the persons who are exercising 
control. 

The first of these criticisms may be again divided into several 
separate counts. One of these is the common complaint that 
competition results in an unwise duplication of effort. A 
favorite illustration of this is the usual method of delivering 
milk. In a typical city there is a great duplication of effort in 
this way. Several different wagons drive over the same streets 
serving every fourth or fifth householder. In contrast with 
this, the delivery of mail by the national government is offered 
by the critics as an illustration of the greater degree of economy 
that could be secured if the milk business were handled by the 
government as is the business of delivering mail. Many other 
illustrations of similar waste from a duplication of effort, could 
be quoted from the critics. Rather than have as many stores 
as now exist, we are told that economies could be secured by 
receiving this service from a smaller number. Similarly in the 
field of manufacture, it is said that the factories of the country 
could produce a much larger quantity of goods than is now 
turned out. In other words, that industrial equipment has 
been built beyond the need for it. This point was discussed 
in an earlier chapter. 

A second line of criticism against the present society so far 
as the efficient conduct of our economic life is concerned has 



530 A CRITIQUE OF THE PRESENT ECONOMIC ORDER 


to do with the effort which is expended in advertising. Many 
critics insist that all of the economic effort which is involved 
in advertising might be much better applied in the further 
production of goods. The advertising bill in a country such 
as the United States reaches vast proportions. It indicates 
that a tremendous amount of labor and materials is used each 
year in this way. The critics who are under consideration 
insist that this economic energy is being used unwisely to-day. 

In the third place, critics point out that the present economic 
society is very inefficient because of the lack of coordination 
which prevails from time to time among the different parts of 
the system. They make much of the fact that a considerable 
degree of unemployment prevails normally, and that from time 
to time, during periods of so-called industrial depressions, the 
volume of unemployment is very great indeed. Not only, of 
course, is there unemployment of labor during the periods of 
industrial depression, but also industrial equipment of various 
kinds is standing idle at such times. Our system, say critics, 
can be convicted of great inefficiency on this score alone. 

Another line of criticism, from the point of view of efficiency 
in the conduct of economic activity, is to the effect that goods 
are produced for profit and not for use. In other words, that 
goods are made to sell. The implication is that the profit 
motive leads to the production of certain goods when other goods 
should have been produced, or to the production of goods of 
poor quality when goods of better quality should have been 
forthcoming. This, say the critics, is indicative of inefficiency. 

The second- line of criticism noted above relative to the effi- 
ciency of the present system is that many of the persons who 
are in charge of industrial enterprises do not operate them 
efficiently. Conclusions such as were reached by the committee 
of engineers, as noted in the chapter, “Industrial Manage- 
ment,” are roundly emphasized. These conclusions were, it 
will be recalled, that American industry is far less efficient than 
the casual observer would have supposed. And the blame for 
this condition was attributed largely to the managers of our 
industries* 
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The second general line of criticism relative to the economic 
system has to do with the broad question of economic justice. 
Or, in terms of the above discussion, the criticism is that our 
economic system falls far short of the ideal of democracy in 
the ownership of goods and the enjoyment of income. The 
criticism on this score centers very largely in the question of 
the inequality of wealth. As indicated in a preceding chapter, 
the inequality in wealth ownership in the United States is very 
marked. Inequality in income distribution is much less marked, 
but still income is highly concentrated. One line of criticism 
growing out of this fact of inequality is that our economic re- 
sources are used to produce luxuries for the rich rather than 
necessities for the poor. Thus, it is argued that the democratic 
ideal is being violated. This is closely comparable to the 
criticism that we arc inefficient because goods are made for 
profit and not for use. If goods were made for the use of the 
whole people, we are told, the volume of luxuries would be re- 
duced and the amount of necessities would be increased. Thus 
this criticism questions both the efficiency of the system and 
the injustice of it. 

Criticisms are also made to the effect that inequality in wealth 
so accentuates the power of the employer in the employer- 
e mplovee relations that a state of grave injustice comes to 
prevail. The position of the employee is said to lead to a 
dwarfing of his personality, because he is made to feel that he 
is inferior to the employer and to the owners. Furthermore, 
inequality in wealth permits the employer to pay the employee 
less than he deserves to be paid. In short, it is charged that 
under the present system employers consistently exploit their 
employees. 

Another cri ticism that is offered of our present system is th at 
wealth ownership and econ omic income may be secured withou t 
tffieTFende^ us, we are told, men and 

women receive incomes without rendering service in return for 
them. Such persons thus take from the social storehouse with- 
out contributing anything to it. They are pensioners on the 
society; they are parasites on the persons who produce the goods 
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and render the service that make up the living of the world. 
The fact that such persons pay money for what they receive in 
no way alters this analysis. If in getting the money, social serv- 
ice is not given that is equivalent to the service received when 
the money is spent, the spender of it is parasitic. Unearned in- 
crements from land ownership and from lucky investments make 
this possible, it Is argued. And also, it is contended that through 
fraud and corruption of many kinds, and through the produc- 
tion of spurious goods, incomes are secured without the equiva- 
lent of genuine service. In general, it is claimed that the system 
of private property encourages one to get the most possible in 
return for the least possible. A noted economist offers sup- 
port for this general charge, by saying: “It is probably not 
going too far to assert that two-thirds of the durable private 
bases of income in the United States are nothing less than this 
capitalization of privilege or of predation/ 7 1 

A third line of criticism that grows out of the inequality in 
ownership is to the effect that our present society promotes con- 
flict rather than concord. The charge is that the competitive 
struggle quite necessarily sets brother against brother. The 
result of this, according to these critics, is that animosities are 
created, that the finer types of personality are dwarfed, and 
that only the more wolfish side of men’s nature is permitted 
to develop. 

Karl Marx. — One criticism of the competitive system that 
is of much historic importance, although perhaps not credited 
by anyone to-day, is the exploitation theory that was developed 
by Karl Marx. This criticism is part of Marx’s central thesis 
that capitalism will inevitably destroy itself. 

Marx is the most important single radical of the present in- 
dustrial era. His importance warrants a brief biographical 
account. He was bom in Germany in 1818 of Jewish parentage, 
and died in 1883. As a University student, he proved himself 
to be unusually capable, and he undoubtedly had a brilliant 
career before him in any of the learned professions. But he 
deliberately turned his back upon this and devoted himself 
1 H. J. Davenport, Economics of Enterprise } 1913, p. 519. 



A CRITIQUE OF THE PRESENT ECONOMIC ORDER 533 

to a life of bitter attack upon the economic system. He was 
badly persecuted during his younger days. Driven from his 
home in Germany he went to Paris, and being expelled from 
there he went to Brussels. Then during the disturbance created 
by the revolution of 1848 he went back to Germany, but was 
again expelled and again went to Paris. He was driven from 
there again, and then sought an asylum in England, which has 
perhaps been the safest refuge in the world for the persecuted 
during the past one hundred and fifty years. In England, 
Marx developed his system of thought which was published in 
his book, Das Kapital , in 1867. 

Marx’s central thesis, as alre ady noted, was that capitalis m 
w ill inevitably destroy itsel f. In developing this thesis, he 
first developed his exploitation theory: namely ; that under a 
system of private property an employer necessarily exploits 
the employee. His argument was based on the labor theor y 

of value which at the time of his writing, in the 1860’y^s 

generally accepted among the economists. This theory was 
that goods tend to exchange for each other in proportion to 
t heir labor cost. Marx extended this in effect to read “All goods 
and services, including the services of laborers, tend to exchange 
for each other in proportion to their labor cost.” Assume that 
one cord of wood can be produced in one day and a bushel of 
wheat in one day, then under competitive conditions one 
bushel of wheat would exchange for one cord of wood. These 
two goods would exchange for each other on the basis of the 
labor time necessary to produce them. If for any reason they did 
not, if the product of a day’s labor in one field would exchange 
for more than a day’s product in the other, the production of 
the one line of products would be increased and the other de- 
creased until they again came to be equal to each other in ex- 
change. Under competitive conditions in a primitive society 
of homogeneous labor, it is true that the products of laborers 
would thus tend to exchange for each other in proportion to 
their labor cost. This principle is not, however, true in our 
society, but it is upon it that Marx built his theory of exploita- 
tion. 
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To continue the illustration used above, if a farmer offers to 
pay a man in wheat for cutting wood for him, how much wheat 
will he give him for each cord of wood? The exchange, be it 
noted, is not of wood for wheat, but of labor service for wheat. 
Since Marx’s fundamental proposition is that all things, in- 
cluding labor service, tend to exchange for each other in pro- 
portion to their labor cost, the question of the exchange of 
wheat for labor service will turn on the labor time necessary 
to produce the wheat and the labor time necessary to produce 
the labor service. The labor time necessary to produce a day’s 
labor service, according to Marx, is not the time that it takes 
to render the service but the time required to produce the food , 
clothing, etc. , that the laborer must have in order to work an d 
support his family for ono-d av. 

Assume that in one-half day’s labor time the laborer can 
produce enough goods to sustain his life and that of his family 
for an entire day, then, according to Marx, one-half day’s labor 
time is necessary to produce a day’s labor power, or service. 
Hence, since a day’s labor power can be produced in one-half 
day and a bushel of wheat in a day, one day’s labor power will 
exchange in the market for one-half bushel of wheat. In other 
words, under the competitive system, says Marx, the laborer 
would produce one cord of wood in a day, but although the 
cord of wood is worth one bushel of wheat, he will receive in 
payment only one-half bushel of wheat. This illustration is 
typical of the whole process of employment, according to Marx. 
Laborers are always exploited under a system of private em- 
ployment, on account of the fact that the laborer sells labor 
power, and that the labor time necessary to produce labor 
power for one day is less than one day, or, as Marx assumed 
one-half day. Thus Marx reached the conclusion that the 
laborer is necessarily exploited in a system of private property. 

This exploitation does not come, according to the Marxian 
analysis, from any disposition on the part of the capitalist to 
exploit the laborer. hut it arises out, pf the l^ qf price. The 
capitalist is not at fault. It is merely the fact that commodities 
and labor services are bought and sold by individuals — that 
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the institution of private property prevails — and the further 
fact that laborers can produce a day’s labor power in less than 
a full day, that brings about the fact of exploitation. 

The exploitation of the employee by the employer gave the 
employer what Marx chose to call “surplus value.” This 
surplus value obviously became greater, said Marx, as the em- 
ployer hired more laborers. Thus, as small independent pro- 
ducers were more and more crowded out of business and thrown 
into the ranks of wage earners, the opportunities were enlarged 
for the employers to make still greater additions to their owner- 
ship, as a result of the surplus value which accrued to them. 
The result of this was that the rich were gradually becoming 
richer and the poor poorer. This meant, according to Marx, 
that the classes of owners and non-owners were becoming more 
and more sharply opposed to each other. This would take the 
form of a “ class struggle,” as Marx called it, between the owners 
on the one hand and the non-owners or proletarians on the other. 
Finally, as the process went on the rich would become richer 
and fewer in number, and eventually the exploited mass of 
laborers would take over the property of the owners. Capital- 
ism would have become socialism. 

It may be said at this place in regard to Marx’s system, that 
his analysis of the inevitability of exploitation is not sound. His 
basic assumption is invalid. All commodities do not exchange 
for each other in proportion to their labor cost. The price of 
land is clearly one exception to Marx’s assumption, and like- 
wise the price of a loan of money — the rate of interest — is not 
related to labor cost. Further, if it were true that the prices of 
all commodities obeyed this rule, it would still not follow that 
labor service, or labor power, as Marx called it, would exchange 
for other commodities in proportion to the labor cost of pro- 
ducing the sustenance necessary to provide labor power. That 
Marx’s principle does not apply to labor is clearly indicated by 
the wages which prevail. The wages of artists, business execu- 
tives, and professional men generally show the invalidity of 
Marx’s contention so far as labor services and labor cost are 
concerned. 
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Then, too, if we should assume that Marx’s proposition is 
true, at a given time, forces would at once be set in motion which 
would tend to make it invalid. Thus if we assume that all em- 
ployers are exploiting their laborers, as Marx argued was al- 
ways the case, competition among employers for additional 
laborers would tend to increase the wages of laborers and thus 
tend to eliminate the surplus value, which according to Marx 
resulted from the underpayment of laborers. Thus, the con- 
clusion can be safely made that Marx’s analysis is not valid. 

It should perhaps also be mentioned that Marx’s analysis 
leads him to conclude that employers profit not from using 
materials and equipment but from the hiring of laborers. Ac- 
cording to his theory, employers cannot profit from the use of 
materials and equipment because these articles and their prod- 
ucts exchange according to their labor cost and hence cannot 
normally be resold at more than the price which the employer 
has to pay. Hence. Marx concluded that employers profit as th ey 
use relatively much labor andJ^ material s. 

Thus if Marx’s analysis were sound, we should find a business, 
such as house-painting, far more profitable to employers than 
the business of making steel, for in the one case the labor item 
is almost the only element that is involved, whereas in the other 
case, the cost of the equipment is very large relatively to the 
bill for wages. Thus the fact that contractors in house-painting 
do not grow rich rapidly as compared with steel manufacturers 
indicates the invalidity of Marx’s analysis. 

It may be that the proposition that many, if not most em- 
ployers exploit their laborers can be successfully defended. 
There seems to be no question that this has been the situation 
in certain lines of industry for relatively long periods of time, 
but in order to account for this some analysis other than that 
which Marx used must be employed. A similar point may be 
made in regard to the validity of Marx’s contention that the 
owners and the workers in the economic system are engaged in 
a class struggle. There is something to be said for it, but it would 
be rather difficult successfully to support it as a general propo- 
sition. So many workers have become owners that we do not 
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find a clear-cut division in our system between the owners on the 
one hand and the proletarians on the other. 

In the following chapter, some of the radical programs which 
have been proposed for remedying the evils of the present sys- 
tem will be considered. The final chapter will discuss the gen- 
eral merits of the present system. 

PROBLEMS AND EXERCISES 

255* Cite two cases other than those mentioned at the beginning of 
this chapter, to illustrate the point made in the opening sentence. 

256. Give an original illustration to show that prejudice may in- 
fluence one in reaching a conclusion. 

257. Is it necessary that certain assumptions shall be made before 
a conclusion can be reached regarding whether a given line of conduct 
is good or bad? Illustrate. 

258. On the basis of your experience, do you agree that the two 
assumptions in regard to what is desirable in an economic society are 
generally accepted? Illustrate by quoting from conversations you have 
had or reading you have done. 

259. Have the persons whom you have most frequently heard dis- 
cussing the merits of our economic society been, for the most part, 
radicals, liberals, or conservatives? Illustrate. 

260. (a) Give original illustrations of the criticisms which are listed 
in the text, (b) Which of these criticisms do you consider to be the 
most significant? 

261. Prove that goods would exchange for each other in proportion 
to their labor cost in a primitive society. 

262. Develop an original illustration which Marx might have used 
to prove his point that labor is necessarily exploited under a system 
of private property. 

263. Why, according to Marx, is it impossible for a manufacturer 
to make a profit on the machinery which he buys and uses in his 
business? 

264. Develop an argument to show the general invalidity of Marx’s 
contention. 
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RADICAL PROGRAMS 

As was indicated in the preceding chapter, the critics of the 
present society who are known as radicals are not in agreement 
in regard to the kind of an economic society that we should have. 
In this chapter some of these programs will be considered. First, 
it may be noted that the radical is an idealist. The very fact 
that he wishes to bring about a fundamental change in economic 
organization testifies to this fact. He is not satisfied with that 
which he finds, and he sees a vision of a better day. His tem- 
perament is that of the poet, his vision is th at of the religiou s 
zealot, and his courage, in many cases', is tKatofthe'martyr, 
but his plan for the economic organization of society may be 
very impracticable. 

Perhaps a word should be said as to the obvious desirability 
of considering radicalism fairly. That is really a somewhat diffi- 
cult thing to do. The impracticability of some radical proposals 
often leads students to brush them aside contemptuously. Rut 
most serious, so far as fair treatment is concerned, is the fear 
complex of conservatives. This was especially pronounced 
during and immediately following the World War. Despite our 
pride as a people in the spirit of freedom, and its corollary, tol- 
erance, we were very intolerant of all persons of radical thought 
during this period. In 1918 and 1919, for example, Congress 
refused to seat Victor Berger, a socialist, who was a duly elected 
representative, from Wisconsin, and in 1920, the state legislature 
of New York suspended five duly elected members because they 
were socialists. Prominent Europeans were refused permission 
to enter the country for brief visits, lest their criticism should 
undermine the economic system. 

Teachers in high schools, colleges and universities in most 
corners of the country were under surveillance to see that they 
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did not give credence to dangerous doctrine. At this time, the 
Vice President of the United States, Mr. Coolidge, contributed 
a series of magazine articles entitled c ‘ Enemies of the Republic ” 1 
in which he discussed the teaching of socialism in women's col- 
leges. The general purport of these articles was that subjects 
were being discussed and books read in these colleges that 
might corrupt the thought of the students. In short, in- 
stead of the spirit of scientific inquiry, school men of this period 
were expected to be Jeremiahs, denouncing in hot wrath the 
critics of our economic society. A saner attitude prevails to- 
day, but intolerance rather than reasonableness still prevails in 
some quarters, but not, we may trust, in class rooms. There 
the critical attitude of scientific investigation should prevail. 

Utopian Socialism. — The history of radical criticism of our 
economic society is perhaps as old as the society itself, and the 
criticism of our modem capitalistic system dates from the 
early days of this system following the beginning of the Indus- 
trial Revolution. The economic distress of many of the city 
workers following the inauguration of the factory system was 
such as to excite the sympathies of many men. A few severe 
industrial depressions greatly augmented the distress of the 
poorer economic groups and still further excited the sympathies 
of kindly disposed persons. 

The factory system was regarded as the evil genii, and pro- 
posals were made for escape from this method of production, 
and from the method of individual competition on which it 
was based. It was proposed in many quarters that communistic 
societies should be established, which should be self-containing 
(independent), and in which liberty, equality, and fraternity 
should prevail. St. Simo n and F ourier, in France, and Rob ert 
Owen in England were prominent advocates of such “ colonies." 
These proposed communities were often spoken of as utopias , 
a name suggested by Sir Thomas More's Utopia . The word 
means nowhere and was used by More to indicate that the com- 
munity which he was describing did not exist. The word came 

1 The Delineator , June, July and August, 1921, Vol. XCVIXI, p. 4, p. 10; 
Vol, XCXX, p. 10. 
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to connote an idealistic but impracticable scheme of organiza- 
tion. The advocates of the establishment of such communities 
were called Utopians. 

The faith of some persons in this general plan of social and 
economic regeneration was limitless. If once a few such com- 
munities were established, they argued, the desirability of such 
a plan of life would be apparent to all, and communistic 
societies would become universal. The United States, with its 
free land, offered sites for such communities and a large number 
were established during the second, third, and fourth decades 
of the past century. No one knows how many there were, 
perhaps one hundred in all. There was considerable difference 
in the details of organization in the different communities, but 
they were all communistic. There was no individual ownership, 
no buying and selling. Some of the groups were strongly reli- 
gious, but many of them were avowedly non-religious. 

One of the most noted of the communities was Brook Farm in 
Massachusetts. Several of the prominent literary and public 
men of that period were supporters of this project. Nathaniel 
Hawthorne, Horace Greeley, and Charles A. Dana were of this 
number. 

Almost all of the communities were dismal failures. The re- 
ligious ones had a fair measure of success, and a few of them are 
still in existence. Among these the Amana Society in Iowa, is 
conspicuous. Its long life and its present state of prosperity 
justify the faith of its founders. There are about one thousand 
persons in the society. Life is very simple there. There are no 
gay clothes and no automobiles. But this is not as a result of 
I poverty but of choice. The work of the community Is directed 
by an elected board, and persons are assigned to the various 
tasks by this board. All things are owned in common. There 
is no money in the community for the reason that there is no 
buying and selling among the members. 

But the communistic groups in which the bond of deep reli- 
gious conviction did not prevail were of short duration. The 
members In such groups were not sufficiently devoted to the 
“common good” to make the societies successful. More par- 
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ticularly they were not strong enough in the faith of communism 
to resist the principles of individualism which prevailed just 
outside their gates. The social conventions, especially the eco- 
nomic arrangements, made constant war upon the “queer” 
communists. Only the most zealous were able to maintain a 
belief in the new method of economic organization. 

Unquestionably, the establishment of such communistic col- 
onies does not offer a solution to the ills of the present system. 
However ideal life under such organizations would be, if people 
wanted to live that way, the desire of most people to increase 
the consumption of goods and the almost universal rule to-day of 
thinking largely in terms of self-interest robs the question as 
to the desirability of this method of life of practical importance. 

“Scientific” Socialism. — Karl Marx and his followers called 
the Marxian system of thought “ scientific socialism, ” by way of 
contrasting it with the utopian socialism which has just been 
described. Rut the Marxian system was not concerned with a 
program of organization. Marx very cannily refused to give 
details as to the plan of economic organization that he desired to 
have. To use his words, he refused “to write the kitchen rec- 
ipes of the future.” He was concerned with the downfall of 
capitalism and the triumph of socialism, considered broadly, 
but not with the details of the socialistic state concerning the 
coming of which he was so confident. His references to the 
future organization were broad and general rather than specific. 
As a result of this, several divergent schools to-day claim that 
their proposed programs of organization are truly Marxian. 
Whether they are or not, need not concern us in this study. 
The principal point to be made here is that Marx did not devise 
a program. 

State Socialism. — The most generally accepted plan of so- 
cialistic organization is what may properly be called state so- 
cialism. Indeed, the term socialism used without a qualifying 
adjective is usually taken to mean what is herein called state 
socialism , This form of organization is also often called col- 
lectivism. The term usually means the common, or state owner- 
ship of the “ tools of production,” or what has been called 
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industrial equip?nent in the preceding chapters. It should be 
noted that the term is not used to designate a situation in which 
consumption goods are owned by the state. The usual meaning 
of the term is that consumption goods are to be privately owned 
and, also, that small scale production goods, such as small shops 
and small farms, are to be owned privately. The significant point, 
according to most state socialists, is that the tools of production 
that are socially significant because of the number of persons 
employed, should be owned and operated by the state, but that 
other goods should be privately owned as at present. 

As has been frequently emphasized in the preceding pages, 
we already have some degree of state socialism as illustrated by 
the state ownership and control of the post office, schools, road- 
ways, and certain municipal utilities; and as noted in an earlier 
chapter state ownership has been extended much further abroad 
than it has in the United States. State socialism, then, involves 
a wide extension of the already prevalent state ownership and 
direction of economic activity. 

It is w r ell to note that state socialists may be divided into 
two groups — the revolutionists and the evolutionists. The 
former group was much more conspicuous some years ago than 
it is to-day. As the term implies, the revolutionists are those 
who propose a quick and speedy transfer of privately owned in- 
dustrial equipment to the control and management of the state. 
The evolutionists are, obviously, those who propose merely a 
gradual extension of government ownership and operation. 
Many persons, of course, favor some addition to the body of 
government owned and operated equipment without wishing 
the principle to be carried so far that state socialism could be 
said to result. Some persons who favor the government owner- 
ship and control of railways, for example, cannot properly be 
called state socialists, since there are marked limitations to the 
degree to which they desire such public ownership and control 
to be extended. 

In regard to the extent of socialistic enterprises, the evolu- 
tionary nature of the movement in this direction, and the failure 
of many people to comprehend the significance of government 
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enterprises, the following quotation from Sidney Webb, a dis- 
tinguished English socialist, is often quoted. This was pub- 
lished, it should be observed, in 1889. 

a Our unconscious acceptance of this progressive Socialism is a 
striking testimony to the change which has come over the country of 
Godwin, Malthus and James Mill. The practical man, oblivious or 
contemptuous of any theory of the Social Organism or general prin- 
ciples of social organization, has been forced by the necessities of the 
time, into an ever deepening collectivist channel. Socialism, of course, 
he still rejects and despises. The Individualist City Councillor will 
walk along the municipal pavement, lit by municipal gas and cleansed 
by municipal brooms with municipal water, and seeing by the munici- 
pal clock in the municipal market, that he is too early to meet his 
children coming from the municipal school hard by the county lunatic 
asylum and municipal hospital, will use the national telegraph system 
to tell them not to walk through the municipal park, but to come by 
the municipal tramway, to meet him in the municipal reading room, 
by the municipal art gallery, museum and library, where he intends 
to consult some of the national publications in order to prepare his 
next speech in the municipal townhall, in favor of the nationalization 
of canals and the increase of the government control over the railway 
system. * Socialism, sir/ he will say, ‘ don’t waste the time of a practi- 
cal man by your fantastic absurdities. Self-help, sir, individual self- 
help, that 7 s what's made our city what it is. 7 " 1 

As is implied in the above paragraphs, the usual plan of the 
state socialist is that the wage system should be continued, as at 
the present time. That is, it is proposed that the various per- 
sons who render service in the state owned industries should be 
paid wages, as under the system of private ownership which pre- 
vails to-day. These wages, as was further implied, could be 
freely spent for consumption goods according to the wishes of the 
various individuals. There would, of course, be no opportunity 
in an extreme form of state socialism for the saving of money and 
its investment in private business. But under such an organiza- 
tion, it would undoubtedly be possible for individuals to save by 
loaning their money to the state, on which they would then re- 
ceive interest. If small scale industry, were permitted as it 

1 Socialism in England , American Economic Association, April, 1889, 
VoL IV, No. 2, p. 65 (or 135). 
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doubtless would be, individuals would be free to make invest- 
ments in such industries either on their own accord or by way 
of lending to others. Another aspect of state socialism is that 
under such a scheme the economic system would be directed by 
public officials. In other words, the various industries that were 
under government ownership and control would be operated 
as are the post office, schools, and municipally owned public 
utilities. 

Merits of State Socialism. — (TI E fficiency . — The advocates 
of state socialism see in it a great gain over the present system 
of private enterprise. Classifying their analysis under the 
headings of economic efficiency and democracy, which were 
used in the preceding chapter, their conclusions may be listed as 
follows: First, so far as economic efficiency is concerned, they 
insist that there will be much less waste than there is to-day due 
to the elimination of duplication of effort, such as is found in the 
case of the delivery of milk and in certain forms of manufacture. 
With the system coordinated by state officials, they say that 
there will be no more reason for duplication of effort in the pro- 
duction of iron and steel and shoes, than there is in the conduct 
of the post office. 

Another point under this general heading that is made by the 
state socialist is that under the proposed scheme there would not 
be any unemployment. So long as wants were not sufficiently 
satisfied, there would be no lack of work, they argue. Since 
under the present system, unemployment results because oc- 
casionally private manufacturers cannot produce at a profit, 
the elimination of the receipt of profits by private individuals 
would remove the occasion for the industrial mechanism get- 
ting out of balance, which now takes place periodically and 
results in what is called an “ industrial depression.” 

A third point which the socialists make in respect to the eco- 
nomic efficiency of a system of state socialism, as compared with 
the present capitalistic system, is that necessities would be pro- 
duced for all before luxuries are produced for any. This would 
mean, they say, a higher degree of efficiency from the point of 
view of service to the entire community. A somewhat similar 
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point is also often made to the effect that under socialism, the 
quality of goods produced would be superior to the quality 
which is produced under private industry. Private manufac- 
turers are said to prefer at times the production of shoddy goods 
in order that they will wear out and need to be replaced. Under 
government control, energy would need to be directed only to 
the perfection of goods of superior quality. Both of these last 
two points are summarized by many socialists in the phrasing 
that “ socialistic production would be for use and not for profit.” 

We are also told that great savings would result because of 
the fact that energy would no longer be directed into the chan- 
nels of advertising and salesmanship, or at least, that the purely 
competitive aspects of advertising and salesmanship would be 
eliminated. 

(2) Democracy . — The state socialists also see great benefit 
resulting from such a scheme of organization on the score of de- 
mocracy. There would not, they say, under socialism be a class 
of idle rich who, to paraphrase a verse of scripture, neither 
toil nor spin yet live in the splendor of Solomon. Second, it is 
claimed that then there would be no exploitation of some 
persons for the benefit of others. Nor, they assert, would 
it be possible for persons to get income except by the rendering 
of service. To some extent, such a condition might prevail 
through the inheritance of consumption goods, or the inheri- 
tance of small scale enterprise, or of savings which had been 
lodged with the state. But clearly there would not be the op- 
portunity for exploitation, or for getting income save as a 
result of rendering service, to the extent that is possible under 
the present system. 

The Defects of State Socialism. — jThe critics of state social- 
ism for the most part admit that the claims of the socialists are 
true to some extent, but they contend that, taken as a whole, 
the result under state socialism would not be so satisfactory as 
conditions are to-day. There might not be waste of effort be- 
cause of the duplicationTof work, or of plants, and furthermore 
we might be relieved of industrial depressions and unemploy- 
ment, but it is argued that the losses as a result of lessened effi- 
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ciency or other reasons might more than counterbalance the 
gains in these respects. It seems probable that there would be 
less economic progress, less venturing in new enterprises, and 
perhaps less zeal on the part of directing officials than is the 
situation to-day under the regime of privately owned industries. 

The conclusion on this last point, however, is somewhat prob- 
lematical. It is possible that persons who were in the employ of 
the government might be as zealous in their activity, and as ven- 
turesome in the inauguration of new methods, as is the case to- 
day, As was indicated in the chapter on government ownership, 
the result would depend upon the attitude of persons toward 
their work. This is very largely a matter of social ideals. Indi- 
viduals respond to the duties laid upon them and to the oppor- 
tunities before them, as they have been conditioned to respond 
as a result of the social environment in which they have been 
placed. The very existence of a high degree of state socialism 
would normally mean the general social approval of such a 
method of organization. Hence we should expect that devotion 
to public duty would be emphasized and that men would strive to 
excel in this respect. The general success of city schools and 
state universities supports this conclusion. It may be argued 
that the persons working in these places are more conscientious 
than the general run of men. This is, however, very doubtful. 
In so far as there appears to be a difference, it is perhaps all due 
to the standards that are held to be desirable in the field of educa- 
tion as compared with other fields of activity. Like standards 
might well be developed throughout an economic system. 

Y The critics of state socialism argue further that under such a 
system there would be a far less degree of freedom than prevails 
with us to-day. This, thy claim, would be highly disadvanta- 
geous to society. Consumers would be limited in their choice of 
goods largely to those which are produced by the state, and state 
production would be controlled by the officials who happened 
to be in charge. It is reasonable to expect that there would 
not be the great variety of design in many lines of consumption 
goods that prevails with us to-day. f Thus both as producers and 
as consumers the freedom of individuals might be considerably 
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curtailed. To-day through the exercise of their “ dollar votes/ 5 
as we may phrase their spending of money, consumers deter- 
mine the lines of production with a high degree of freedom. 
Likewise, venturesome manufacturers produce in anticipation of 
the sales which they believe that they can make. It would seem 
that there can be no question that there is a higher degree of 
freedom in the present system than would prevail under a scheme 
of state ownership. 

fSome of the critics of socialism suggest t hat overpopulatio n 

would be encouraged as a result of such a form of organization . < 
The argument is that individuals under such a system would 
rely upon themselves less than is the case to-day, and that as a 
result of this there would not be the check upon the birth rate 
which exists under the scheme of private property. This criti- 
cism is perhaps largely invalid. If the socialistic scheme called 
for the continuation of the wage system and freedom to spend 
the wages received for consumption goods, there would be the 
same incentive to check the birth rate as prevails now. Hence 
the overpopulation argument assumes the principle of com- 
munism rather than the prevalence of state socialism. 

The argument is also faulty in failing to appreciate that there 
are many factors other than the economic one operating to check 
the birth rate. For example, in the purely communistic com- 
munity at Amana, Iowa, to which reference was made above, the 
birth rate is relatively low. In 1921, it was 12 per thousand as 
compared with 20.6 in Iowa as a whole. Since parents have no 
individual responsibility for the economic welfare of their chil- 
dren, the argument in question would lead us to expect that the 
birth rate would be very high in Amana. But this is not the 
case. One element in the situation there is that the religious 
ideal of celibacy receives considerable emphasis. But however 
it is accounted for the birth rate is controlled. 

Indeed, if under a scheme of socialism, poverty of the masses 
should be relieved, we should expect that this would result in a 
reduction of the birth rate. Experience in our system thus far 
indicates that an improvement in the economic position in any 
class results in a reduction in the relative number of births. The 
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same factors would undoubtedly operate under state socialism. 
Further, if state socialism were generally adopted it might be 
that along with this there would be a different attitude toward 
the question of birth control than prevails now. That is, the 
knowledge of birth control methods might be more widely 
disseminated under the system of socialism than is true to-day. 
Legal restrictions are now imposed upon the dissemination of 
such information. 

The question of the state ownership and control of the tools 
of production in the major lines of industry is, however, of no 
practical importance. This question is not, and is not likely to 
become a practical issue, A high degree of state socialism in the 
United States is almost inconceivable at any time in the near 
future. Granted that it would be advisable to extend state 
ownership to include all individual industrial undertakings, 
there is no probability that this will be done. Private ownership 
is far too strongly intrenched. Although the ownership of goods 
is highly concentrated in this country, there is nevertheless a 
large degree of ownership on the part of small holders. This 
makes it very improbable that there will be any extensive 
movement to abolish private property. 

The only practical question so far as state socialism is con- 
cerned is as to whether some relatively small extensions of 
government ownership should be made. In short, the above 
discussion in regard to the merits and defects of state socialism 
may be aptly characterized as “ academic,’ ’ rather than of 
“practical” importance. We may, during the coming decades, 
move in the direction of state socialism, but it is extremely 
unlikely that we shall move rapidly in that direction. 

Syndicalism. — Another theory which is a kind of socialism, 
using the term broadly, is known as syndicalism. The idea de- 
veloped in France, and the name is derived from the French 
word syndicat meaning trade union. The fundamental plan of 
syndicalism is that the principle of trade unionism should be 
greatly extended — that the workers should become the owners. 
But the idea is that they should be owners collectively and not 
individually. Common ownership through the syndicat is to be 
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substituted for the prevailing private ownership. The scheme 
of the syndicatists means that the present employers will have 
to seek positions as wage earners. The various syndicats will 
come to own and control all industry. 

Syndicalism may be contrasted with stain son fal igm. the on e 
being a fo rm of collective ownership on the part of the workers 
directly engaged in the various industries, and the other being 
common ownership through the political state. The industrial 
aspect of syndicalism, in contrast to the political side of state 
socialism, is strongly emphasized by some of the syndicalist 
writers. They argue that the fruition of the scheme of syndical- 
ism will mean the abolition of the political state. Their argu- 
ment is that the political state is merely a means by which the 
present owners and employers suppress the workers. Hence 
they say that when syndicalism comes to full fruition there will 
no longer be any need for the political state since then the popu- 
lation will not be divided into economic classes. As part of this 
general philosophy, the leading syndicalists have advocated the 
use of direct action in furthering the movement toward syndi- 
calism rather than the use of political action. The most con- 
spicuous element in their program for direct action is the use of 
the strike. Some writers carry this idea to the conclusion that 
the transition from the present system of ownership to that of 
syndicalist ownership and control will be accomplished by 
means of a general strike by the workers throughout the indus- 
trial system. 

It may be indicated that the philosophy of the Industrial 
Workers of the World is syndicalistic. This is a labor organi- 
zation in the United States which attracted a great deal of 
attention some years ago, and is still a factor in portions of the 
western section of the country. The organization, however, 
has never been sufficiently strong numerically to be of much 
practical significance. 

There is something of the element of syndicalism in the pres- 
ent political organization In Italy and Russia. In each of these 
countries representation is to a considerable degree based on 
industrial employment, rather than on geographic location as is 
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the rule in the United States. Despite the fact that the scheme 
of syndicalism calls for the elimination of the political state, the 
basing of political representation on industrial employment has 
in it an element of syndicalism. It may be noted parentheti- 
cally that many persons who are not at all radical in their 
thinking in regard to economic matters, have advocated politi- 
cal representation on the basis of economic interests. 

Further, any scheme of workers’ cooperation has in it an ele- 
ment of syndicalism. For example, what is commonly known as 
producers’ cooperation consists of the ownership and direction 
of an industrial establishment by the workers who are engaged 
in it. The Columbia Conserve Company of Indianapolis is 
organized in this way. This organization involves about one 
hundred persons. A few other industrial establishments have 
also taken steps to introduce employee ownership and control. 
Such schemes, to repeat, have in them something of syndicalism. 

Most attempts in workers’ ownership and control have not 
been successful. Self-direction on the part of the body of 
workers has not proven to be as efficient from the point of view 
of ability to withstand competition as has the usual organiza- 
tion in which the driving power of the “boss,” and the fear of 
losing a job, are conspicuous features. But experiments in such 
control are desirable, and it is also desirable that workers who 
are organized In trade unions should experiment in the conduct 
of industry. It has often been suggested, for example, that the 
employees of a railroad might save sufficient money to buy out 
the present owners. The point, too, is often made that in many 
industries the earnings that are lost by trade unions as a result 
of strikes would be sufficient, if earned and saved, to permit the 
union to buy the industry in question. Workers’ ownership and 
control may thus be extended within the present economic sys- 
tem. This bears the same relation to the program of syndicalism 
that the government ownership of street car lines, for example, 
bears to state socialism. Each is a step toward the final goal 
which the writers in the respective fields have set up as the de- 
sirable one to attain. 

The practical question then in regard to syndicalism has to 
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do with the desirability of extending producers’ cooperation. 
This is not a political question except when it concerns gov- 
ernment owned industries. Shortly following the war, for ex- 
ample, a scheme known as the “ Plumb Plan,” was proposed for 
the control and operation of the railroads of the country. This 
plan conte mplated the management of the railway system 
almost exclusively bv the railroad employees. The scheme was , 
thus syndicalistic in nature. As it was proposed to bring this 
about through congressional action, the question became a 
political one. But aside from industries that are either owned 
or controlled by the government, the question of workers’ con- 
trol is one of business management in the particular industries. 

Guild Socialism. — What is known as guild socialism is a plan 
of economic organization that has been proposed by a group of 
English writers. The scheme in question is a compromise be- 
tween the extreme forms of state socialism and syndicalism. The 
essential idea of the scheme is that the various lines of industry 
within the country should be owned and controlled by the work- 
ers therein. These organizations would be known as guilds. 
The various guilds would then be coordinated through repre- 
senEat r^ be known as the Gui)fd 

Congress. The political state would continue to exist, although 
all purely industrial questions would be finally determined by 
the Guild Congress rather than by the political parliament. 

The remarks above in regard to the practical question so far 
as syndicalism is concerned are also applicable in regard to guild 
socialism; that is, the question of the desirability of an organi- 
' zation such as the guild socialists propose is not a practical issue. 
The only question of practical importance in respect to this has 
to do with the extension of ownership and control by workers in 
particular industries. 

Communism. — An interesting experiment in a socialistic form 
of economic organization is now being carried on in Russia. It 
was inaugurated in 1917 and thus has been in existence more 
than a decade. The Russian organization is officially known as 
the United Socialist Soviet Republics (U. S. S. R.), and is com- 
monly described as communism. The essential idea is syndical- 
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ism. Emphasis is laid upon control by the workers, who are 
organized into soviets, and the various soviets are represented 
in an elaborate system of committees. 

Practically, however, workers’ control in Russia has thus far 
amounted to autocratic control by a very small minority of the 
Russian people. Only members of the communist party are per- 
mitted to vote and have a share in control. The present com- 
munist party is composed of the persons who preceding the 
revolution were known as Bolsheviki. This word means major- 
ity and was used to distinguish the majority group in the commu- 
nist party, from the Mensheviki, or minority group. Obviously, 
the Bolshevist group was the effective power in accomplishing 
the revolution, and has retained control. Membership in the 
present communist organization is sharply limited. The party 
comprises only some three hundred thousand persons out of the 
total Russian population of some one hundred and forty millions. 
The power exercised by this group is very extensive. The ordi- 
nary rights of free speech and free press have been abrogated. 
There has thus far been an entire absence of democracy. This 
limited form of control is usually phrased as the dictatorship of 
the proletariat The analysis of the communists is that such dic- 
tatorship is necessary in order to bridge the gap between the 
system of private capitalism and that of socialism. ‘ 

There can be no question that the leaders of this movement in 
Russia have been dominated by what may rather properly be 
called religious fervor. Their aim has been to bring about the 
social regeneration of mankind through a new form of economic 
organization. They are endeavoring to teach the principle of 
communism to the children in the schools throughout Russia, the 
aim being to establish the ideal of group service rather than 
the ideal of private acquisition which so largely prevails in all of 
the modern capitalistic countries. Children are taught to talk in 
terms of ours rather than in terms of mine. 

How well the Russian communists will succeed in their en- 
deavor remains to be seen. Following the revolution, an at- 
tempt was made to put the principle of communism into 
practical effect and to abolish all private trading. This was soon 
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found not to be feasible, and what is known as the new economic 
policy (N. E. P.) was introduced, which permitted private enter- 
prise to be carried on by individuals. Thus Russia to-day is 
nearer the capitalistic scheme of organization than was true in 
the period immediately following 1917. It is insisted by some 
of the Russians that this is merely a temporary compromise 
with capitalism, and that after the necessary period of education 
has elapsed private capitalism will be entirely abolished. 

The future, it seems, will depend upon the attitude which 
the Russian people as a whole take toward communism. The 
great mass of the people are farmers and are individualistic 
in their thinking. The whole of their life until 1917 conditioned 
them to this point of view. Whether the teaching of com- 
munism in the school and in the press will overcome the 
established habit of thought is problematical. It will surely 
temper the old individualism, but it may not be able to in- 
doctrinate the mass of the people with sufficient zeal for com- 
munism to permit that plan to triumph. 

PROBLEMS AND EXERCISES 

265. What was there in the general intellectual atmosphere of the 
latter part of the eighteenth century and the first part of the nine- 
teenth that contributed to the faith of men in utopian socialism? 
(Refer to Chapter IV.) 

266. Formulate a definition for scientific socialism. 

267. Is a state owned railway system or a state university more 
nearly in line with the principle of state socialism? Discuss. 

268. What do you consider to be the greatest merit of state social- 
ism? The greatest disadvantage of this system? 

269. Why is it that most attempts of ownership and control by 
workers have not been successful? 

270. Distinguish guild socialism from syndicalism. 



CHAPTER LXI 


THE PRESENT ECONOMIC SYSTEM 

The radical programs that have been discussed in the pre- 
ceding chapter necessarily raise the question as to the validity of 
the principle of private property. As indicated in the second pre- 
ceding chapter, an economist as an economist has no opinion in 
regard to the fundamental question as to what is good. It may 
be, for example, that life in small communistic societies, such as 
Amana, Iowa, may be far nearer the ideal than is life in modern 
American cities. The economist cannot make a judgment in 
regard to this matter. As an economist he can form his judg- 
ment in regard to what economic arrangements are desirable 
only on the basis of certain assumptions as to the kind of society 
that is desirable. 

To repeat the discussion in the earlier chapter, the usual as- 
sumptions in our society are that it is well to have a large vol- 
ume of economic goods, and also that a high degree of 
democracy in our economic relations is advisable. On these 
assumptions, what can be said in regard to the desirability of 
private property? 

The general answer to the above question is that the system of 
private property serves admirably. By private property we do 
not mean a system of unregulated private control of economic 
goods, but instead a system of private ownership with a relatively 
large degree of restriction in regard to economic conduct, to- 
gether with government ownership of certain forms of economic 
goods. This is, of course, the system that prevails with us to- 
day. The defense of the system of private property does not at 
all mean that private property should not be still further limited 
through an extension of the principle of social control. 

There would seem to be no question that the system of private 
property thus limited can be roundly defended from the point 
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of view of the production of a large volume of economic goods. 
The present system is certainly markedly efficient in this respect. 
Especially in the United States, the degree of well-being of the 
entire population undoubtedly exceeds that which the world has 
known before. It seems reasonable to believe that no system of 
socialist control during the past one hundred years would have 
resulted in a similar degree of material welfare. 

Freedom versus Control. — The significant element in a sys- 
tem of private property as contrasted with a system of socialism 
is the freedom of individuals to carry on production largely as 
they see fit. Human beings tend to be conservative. Social 
life leads to the formation of rules of conduct which are obeyed 
rather implicitly by the mass of the people. Some individuals 
vary from the normal, and question the conventional rules which 
prevail. These may be called social “sports,” to use a biologi- 
cal term. They are radicals, or liberals. But the unimagina- 
tive masses do all that they can to repress such individuals and 
to force their conduct into the normal mold. The masses will 
not normally tolerate new ideas, new methods, or new processes, 
whether in politics, economic conduct, or other realms of social 
life. Social inertia alone offers peace to the man of common 
mind. 

Any form of socialism would strengthen this hold of custom 
over the affairs of men, because it would give controlling power 
to the masses. With their votes they could resist change and 
hold the officials to a high degree of normalcy. They might not 
choose to do this. They might leave a large degree of discretion 
to officials, but the chances are that the officials would always 
keep an ear inclined to the voices of the voters. But with private 
ownership, bold, imaginative men are to a large degree free to 
follow new paths. They may produce new goods, institute new 
methods, and perfect new processes. They will normally en- 
counter some opposition in this, even in a country like ours 
where we are accustomed to freedom in business enterprise. But 
still they may go ahead. 

This spirit of independence in the conduct of business has un- 
questionably been of great importance in advancing the eco- 
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nomic welfare of the people of this nation. It doesn’t seem at all 
possible that any form of socialist control could have led to the 
degree of experimentation that has been such a marked feature 
of our economic life. It hardly seems possible that the auto- 
mobile could have been developed as it has been during the 
years of this century, if all of the industries of the country had 
been owned and operated by the government. Some change will 
inevitably result under any form of organization, but the wider 
the basis of control numerically, the less tends to be the possi- 
bility of change. 

The sole proprietor in a business is obviously freer in manage- 
ment than if he had a partner or were a member of a board of 
directors of a corporation. The advantage of having more 
money with which to operate a business may offset the loss of 
freedom which a man incurs when he admits associates, but 
unquestionably he is less free. The counsel of associates may 
prevent one from making mistakes, but this may also keep one 
from attaining brilliant success. There is an old adage, “In a 
multitude of counsel there is wisdom,” 1 but it is nearer the 
truth to say, “In a multitude of counsel there is inertia.” And 
socialism means a veritable multitude of counsel. 

The economic conduct of individuals must be restricted. 
Stark individualism would be intolerable. The bold, cunning, 
and unscrupulous persons would put the masses in bondage. 
But the forms of restriction should curb the tendencies toward 
injustice and oppression, and at the same time leave the individ- 
ual free to experiment in economic affairs. This is the general 
condition in our society to-day. There are extensive restrictions 
upon private enterprise, but there is unlimited freedom in the 
manufacture of new goods and in the perfection of new methods. 
This is the signal merit of a system of private property. 

Another aspect of this is that the exercise of freedom gener- 
ates enthusiasm and thus leads to the development and expendi- 
ture of economic energy that would otherwise not be forth- 
coming; that is, not only does freedom permit activity to be 
directed differently from what would otherwise be the case, but 
1 Based on Proverbs 11 : 14. 
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it tends to result in the development of a larger fund of economic 
activity. 

The principle of freedom has certain disadvantages. In the 
first place, the spirit of freedom may lead to such energetic 
activity that many persons find the pace altogether too fast and 
become dissatisfied and unhappy under the strain which pre- 
vails. It would not follow from this, however, that the condi- 
tion is not socially advisable. The broader social interest 
may be served by a degree of activity that seems to many to 
be very displeasing. This conclusion is especially warranted on 
the basis of the first of the two assumptions; namely, that a high 
degree of economic welfare is socially desirable. 

Another disadvantage of freedom is that it almost necessarily 
results that many mistakes are made. Certainly, the greater 
the degree of experimentation, the greater is the possibility that 
success will not attend all of the experiments that are made. 
Our economic system is attended by a rather considerable de- 
gree of waste in this particular. A great deal of energy is used 
in constructing factories that never pay, and in otherwise di- 
recting economic activity into channels that do not bear fruit in 
the form of economic goods. Further, in this connection, the 
fact of freedom makes possible the duplication of effort in pro- 
duction and in advertising and selling to which reference was 
made in a preceding chapter. There is also much wasteful 
duplication of effort in producing goods, and in selling them. 
And the occasional industrial depressions offer striking evi- 
dence of waste. The criticisms of the present system on this 
score, which were noted in the preceding chapter are valid. 
But are the advantages of freedom sufficient to outweigh the 
disadvantages that come from its exercise? An affirmative an- 
swer seems to be warranted. The wastes of competition seem to 
be more than balanced by the gains that result from competitive 
enterprise. The freedom which prevails in a system of private 
property tends to promote economic welfare. 

This criticism of socialism may easily be pushed too far. 
While the masses of men are very conservative they may dele- 
gate considerable power to officials and leave them to exercise 
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a free hand. Professor Cooley points out that when the Univer- 
sity of Michigan was established, in 1837, to be supported by 
public funds, considerable fear was expressed lest the farmer- 
voters of the state would not permit a liberal program to be 
carried out. But fears were proved to have been unfounded. 
In almost all of the states, universities have been supported 
liberally by the taxpayers, and the university authorities have 
been but little subject to the control of the people. While 
the officials of the state universities have been somewhat less 
free than have the privately supported universities in inaugu- 
rating new methods and in developing new programs, the re- 
strictions due to the conservatism of the average voter have 
not been marked. It should also be noted that with the 
development of large scale industry an increasing portion of 
the brain-workers are coming to be salaried employees. In such 
positions they do not have the freedom which they would have 
if at the head of a one-man business. They are to some degree 
in the same position as if they were employees of the state. 
Indeed, as we have more and more large scale enterprise we get 
nearer to the essential conditions of socialism. 

The Assumption That Democracy Is Desirable. — (1) In- 
equality. — The institution of private property is very frequently 
attacked on the general ground that it tends to prevent the 
realization of a high degree of democracy in economic relations. 
Without question this does tend to result, because the institu- 
tion of private property leads inevitably to inequality in owner- 
ship and income. This is, however, not necessarily contrary 
to the general social interest. As was suggested earlier, there 
are limitations upon the extent to which the principle of de- 
mocracy can properly be carried. There is some incompatibility 
between the two assumptions which have been considered, 
when they are stated in extreme form. A high degree of eco- 
nomic welfare, as argued above, depends upon the prevalence of 
the principle of freedom, but this leads to inequality, which is 
in violation of the principle of democracy. 

To consider further the problem of democracy in economic 
relationships, the point must be made, as noted in an earlier 
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chapter , 1 that some degree of inequality can be roundly de- 
fended as being in the social interest. Any form of social or- 
ganization that is at all progressive economically — that is 
striving to produce more economic goods per person — must 
distribute goods unequally. If there is to be progress, the 
superior qualities of the superior persons must be utilized. To 
accomplish this, it would usually, if not always, be necessary to 
serve the wants of men unequally. The persons who are most 
effective in the social organization would need to be well cared 
for, even if persons of lesser importance were allowed to suffer. 
In an army, for example, it is desirable that the general be well 
fed even if a whole battalion of soldiers must go on short rations. 
Thus in any economic system, whether organized under the 
principle of socialism or private property, some degree of in- 
equality is in the interest of the general social welfare, assuming, 
of course, that the society wishes to maintain a high degree of 
economic efficiency. 

Under the institution of private property inequality in 
ownership and income results inevitably from the differences 
that prevail in the capacities and desires of men. The in- 
equality in buying power that thus comes about leads to the 
direction of economic activity so as to serve the economic 
wants of men unequally. Luxuries are produced for the rich 
before necessities are produced for the poor. In complaining 
of this, some persons say that the economic energy of the 
country is thus directed according to the buying power of 
individuals rather than according to social needs. 

But if the argument in the above paragraph is sound, there 
is not the antithesis between direction according to buying 
power and direction according to social need, which is implied 
in this statement. If it was in the social interest that Carnegie 
should manufacture steel, and if in order to do this it was neces- 
sary to permit him to make more money than most men make, 
and to use some of this money in buying luxuries, then the pro- 
duction of luxuries for him was in accordance with the social 
need. If the smoking of his habitual cigar contributed to Grant’s 

1 Chapter LVII. 
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generalship of the army, then it was in the interest of the people 
of the North to produce tobacco for Grant, even at the expense 
of producing food and clothing for the soldiers. 

This principle can easily be pushed too far. Many of the in- 
dustrial leaders do not demand much, at any rate, in the form 
of luxurious expenditure as a price for their performance. 
Most of them are very abstemious in their habits. They live 
simply in order that they may work effectively. The luxuries 
that are purchased with their money are largely utilized by 
their families, and thus only indirectly, if at all, may be con- 
sidered as a price which is demanded as ; payment for the 
economic services of the directors of industry. Further, the 
inequality that is maintained because of the inheritance of 
property cannot be generally defended on the score that such 
inequality is in the interest of efficient performance on the part 
of able business men. And, also, as noted in an earlier chapter, 
inequality may become so great that corruption in politics 
and in business may result. Such a degree of inequality should 
be prevented if possible. 

(2) Rights and Functions . — One grave danger in any form of 
organization is that certain incomes may come to be unrelated 
to the rendering of service. There have been many instances 
of this in the past, in the church and in political organizations. 
Persons who were not performing functions have come to claim 
incomes as rights . This is an unfortunate condition. Save in 
the case of children, or other dependents, rights should not accrue 
except as a result of functions performed : the society should not 
provide economic goods to anyone unless service is rendered 
in return. 

There is danger that a class of economic parasites may be de- 
veloped in any social organization. A socialist state would not 
be free from the possibility of this condition, and within the 
present system of private property a considerable portion of 
the consumable goods that are produced are utilized by per- 
sons who do not render service in return for them. Such per- 
sons pay money for the goods they use, but not having earned 
the money that they spend — not having received it in pay- 
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ment for service that is beneficial to the society — they are 
economic parasites, and their death would relieve the working 
members of the population of a burden that they carry without 
recompense. 

The gains from lucky investments, from ownership of natural 
resources, from monopoly privileges, from the sales of shoddy 
goods and spurious securities, and from inheritances and be- 
quests are all largely unearned. In other words, such gains 
give rights without relation to functions . 

The system of private property is especially likely to lead 
to the divorcement of rights from functions. The emphasis upon 
the desirability of having money tends to prevent a close scru- 
tiny of the ethical validity of the means that are to be employed. 
And the spirit of individualism that prevails under a regime 
of private property, instead of taking the form of inducing 
persons to have an abhorrence of being parasites, tends to prompt 
them to compete with others in a contest to determine who can 
give the least and get the most. This is a marked disadvantage 
of a system of private property. The mechanism of the system 
tends to prevent the realization of the true ends of the system. 

Such a result does not necessarily follow from a system of 
private ownership. It is possible that arrangements may be 
such that rights and functions will be closely correlated. But 
to secure and maintain such a condition eternal vigilance is 
necessary. Emphasis must be laid upon social duties, and 
legislation must be provided that will restrain anti-social con- 
duct and confiscate unearned incomes. It is only thus that 
rights and functions can be kept as the counterpart of each other 
under the institution of private property. 

In our society to-day, incomes perhaps largely represent pay- 
ment for genuine social service. But not all of them are earned; 
some are stolen and some are found, to refer again to Carver’s 
classification of incomes into earnings, findings, and stealings. 
The elimination of the stealings and the reduction of the find- 
ings is one of the challenges to present-day citizenship. 

Production for Profit. — The preceding discussion points to 
a conclusion in regard to the criticism that in our society pro- 
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duction is carried on for profit and not for use. These two ends 
are not necessarily antithetical. The largest profit may be 
gained through production for use, using the latter term to 
connote the production of goods of excellent quality. The 
automobile industry is illustrative of this. The quality of 
automobiles has been markedly improved during the past 
decade. This has been the means by which competing com- 
panies have sought to increase their profits. Examples can be 
given of the production of goods of inferior quality in order to 
enhance profits, but the quality of most goods offered for sale 
to-day, as compared with the quality of the goods of several 
years ago* suggests that the profit motive has promoted an 
improvement in the usable qualities of goods. Certainly, in 
so far as men are wise in selecting the goods which they pur- 
chase they thereby compel producers to attend to the quality 
of their merchandise. 

The Spirit of Conflict. — It is often urged that the institu- 
tion of private property with its attendant competition pro- 
motes conflict rather than concord. Bitterness, hate, and 
animosities are said to be the natural fruits of such competitive 
activity. Unquestionably this is true to some extent, but clearly 
there is a marked compensating advantage in competitive 
endeavor. Any progressive society — any society that wishes 
to do better the things that are being done — must invoke the 
spirit of competition. It is only thus that the persons who are 
most able to act as leaders can be selected, and it is only thus 
that the masses of people can normally be stimulated to strenu- 
ous endeavor. William James, a noted American philosopher 
of a generation ago, remarked at one time that rivalry does 
nine-tenths of the world's work. Perhaps the spirit of rivalry 
does not account for such a large proportion of the work of 
the world, but certainly it is very effective in stimulating men 
to activity, and in addition, as just noted, it is only thus that 
the social group can select the persons who are best qualified 
to do the work that it is desired to have done. This is true in 
all fields of social activity — religion, politics, or economic 
endeavor. 
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In a system of private property, competition is the method by 
which consumers select the persons who are to serve them in 
the manufacture and sale of automobiles, cement, shoes, and 
all other economic goods that are produced. And as was implied 
in the statement in regard to the universal validity of the prin- 
ciple of competition, even in a socialist state, the principle of 
competition would need to be invoked if the society is to be 
efficient. It is only thus that men can normally be stimulated 
to strenuous endeavor, and it is only as a result of trials of 
strength that the most capable leaders may be selected. 

In further consideration of the question as to whether compe- 
tition is unsavory, it should be noted that all games are based 
upon the competitive principle. Any inclination on the part of 
a contestant to relax his endeavor in order to permit his brother 
contestant to win, spoils any game and is universally condemned. 
Within the rules that are prescribed to govern fair play, a con- 
testant is normally held in contempt who fails to do his utmost 
to win. 

Another interesting point in regard to the spirit of competition 
in the field of economic activity is that strenuous activity in 
business affairs tends to keep the race fit. If men are competing 
zealously against each other in economic activity, they will wish 
to keep their bodies sound and their minds clear. Indeed, there 
is the best of evidence that the intense competitive activity 
which is characteristic of our present system of private property 
has been very effective in promoting the bodily vigor of men. 
If men are to be on the job early in the morning and work 
effectively during the day, they must keep themselves in good 
bodily tri: 
that men 
business. 

A society in which the tempo of economic endeavor was less 
rapid than that which prevails with us might easily lead to 
some degree of racial decadence. This would be one of the 
dangers in a system of socialism. Although the competition 
for position and for social preferment might call for strenuous 
endeavor and thus contribute to the maintenance of the vigor 
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cannot use it and compete successfully in modern 
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of the race, the lack of freedom which would prevail in such a 
society as compared with the present, would reduce the de- 
gree of competition and in so far as that is done, the pressure 
upon individuals to keep themselves fit for strenuous endeavor 
would necessarily be weakened. 

The general conclusion is, then, that the institution of private 
property is ethically valid on the assumptions that are generally 
accepted as to the kind of a society that is desired. But such 
a system has disadvantages which are a constant challenge to 
the leaders in the society. The corrective force of social control 
must be constantly invoked to curb the anti-social individualism 
that tends to arise in a system of private property. 

Social Control. — As has been suggested immediately above 
and at other places in this book, a defense of the general prin- 
ciple of private property does not imply an acceptance of the 
principle of anarchism. Flow to retain the dynamic power of 
individualism and direct it into lines that are socially beneficial 
is the major problem confronting modern citizenship. That 
there will be an increasing degree of social control is inevitable. 
Indeed, during the entire course of the past century and thus 
far in this one, the tendency toward an increased degree of 
social control has been most marked. The principle of laissez- 
faire has become less and less potent during these decades. 
The fundamental explanation of this, as noted in Chapter IV, 
is that our economic life is becoming more and more inter- 
dependent. This makes rules and regulations increasingly 
necessary — it makes the unrestrained business conduct of an 
individual increasingly dangerous to his fellow men. 

The increasing degree of social control which appears to be 
inescapable may take many different forms, chief among which 
are state ownership and control of key industries, state^regula- 
tion through boards and commissions, or autonomous control 
by associations or groups. It is to be expected that there will 
be some development along each of these lines, but perhaps 
the two mentioned last contain the greatest possibilities for 
growth. Both of these cut into the freedom of individual 
conduct less than does state ownership, and thus they tend to 
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have a greater degree of vitality than does the method of state 
ownership. 

Government boards, commissions, and bureaus are playing 
an increased part in our economic life, and there is a constant 
pressure for more of this control. Not only in the field of the 
so-called public utilities, but in many phases of agricultural 
work, factory production, and retail merchandising regulatory 
boards and commissions have been set up to hold the balance 
more even than it would otherwise be between the parties that 
are mutually dependent on each other. And many persons not 
only expect additional control of this kind, but they invite it. 
Judge Gary, for example, who was for years until his death, the 
chairman of the board of directors of the United States Steel 
Corporation, said before the Stanley Committee of Congress: 

“I believe we must come to enforced publicity and governmental 
control, even as to prices, and so far as I am concerned, speaking for 
our company so far as I have the right, I would be very glad if we had 
some place where we could go, to a responsible governmental authority, 
and say to them, ‘Here are our facts and figures, here is our property, 
here our cost of production: now you tell us what we have the right < 
to do and what prices we have the right to charge/ I know this is a ! 
very extreme view, and I know that the railroads objected to it for a 
long time; but whether the mere standpoint of making the most 
money is concerned or not, whether it is the wise thing, I believe it J 
is the necessary thing, and it seems to me corporations have no right! 
to disregard these public questions and these public interests/' 1 / 

The implications of this statement are most far reaching. 
They are in sharp contrast to the doctrine of unrestrained in- 
dividualism which has so long received the lip homage of public 
men. Such an attitude on the part of responsible business men 
tends to increase the degree of government control, but at the 
same time it tends to make it somewhat less necessary. 

J . M. Keynes points out that the Bank of England is a private 
corporation, but that it is managed with a view to serving the 
interests of the British people rather than with a view to in- 
creasing the dividends to stockholders. Keynes suggests that 

1 J. H. Williams, “The Sherman Act To-day/' The Atlantic Monthly , 
Vol. CXLI, p. 421. 
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this attitude will perhaps be more and more extended to other 
business undertakings. 1 The very fact that managers are to an 
increasing degree salaried officials rather than owners points in 
this direction. This is one phase of autonomous social control. 
But it cannot be expected that the social-mindedness of some 
men will be shared by all men. Political regulations tend to be 
necessary in order to conserve the social spirit of the few, other- 
wise they may be forced to follow the methods of their more 
selfish competitors. But the greater the degree of solicitude for 
the general welfare the less rigorous need be the government 
control. 

Another phase of control that may be expected to be greatly 
extended in our economic soci ety is social insurance. The 
hazards of modern economic life maylc^^ 
in this way without curtailment of individual freedom. De- 
velopment along this line will be slow in this country, but it 
can hardly be avoided. The democratic movement points 
inescapably in this direction. 

What we desire in our economic society may very largely be 
realized. Its present form was not decreed by God, and written 
on tablets of stone. It is a living, changing thing. It is amen- 
able to control within the limits of the natural and human re- 
sources. If we will we may follow lines of conduct that will 
still more fully promote the common economic welfare, and 
hence, we may trust, enrich the entire pattern of life. 

PROBLEMS AND EXERCISES 

271. Illustrate the tendency of people to accept the ideas of their 
communities and to refuse to accept new ideas. 

272. Cite cases in which the masses have sought to repress men 
who were advancing new ideas. 

273. Does it seem to you that socialism would strengthen the hold 
of custom? Discuss. 

274. “Our school system is conducted on a socialistic basis, yet 
new experiments are constantly being made.” Discuss the validity of 
this statement, together with its implications. 

275. Give an original illustration to prove the desirability of having 
inequality in income. 

1 Laissez-faire and Communism , 1926, Pt. I, Ch. IV. 
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276. From the discussions which you have heard among business 
men, and the things which you have read, do you believe that the 
principal emphasis in our economic society is on rights or on functions? 
Illustrate. 

277. Cite two or three cases of persons whom you have observed 
who receive economic incomes without rendering any services in ex- 
change for them. 

278. Do most of the people whom you know perform a genuine 
service in the economic society? 

279. “The principal problem of citizenship is to make rights cor- 
respond with functions.” Discuss. 

280. “It is impossible for the same man to be given to sensual 
pleasures, and to love of money, and to be religious. For he who is a 
lover of pleasure will be a lover of money, and he who loves money, 
must of necessity be unjust and a violator of the laws of God and 
man.” Plato. Do you agree? Discuss. 

281. “As a nail sticketh fast beneath the joinings of the stones, 
so doth sin stick close between buying and selling.” Ecclesiasticus 
27 :2. Discuss the implications of this statement. 

282. “There is thy gold, worse poison to men’s souls, 

Doing more murthers in this loathsome world 

Than these poor compounds that thou mayst not sell. 

I sell thee poison, thou hast sold me none.” 

Eomeo, on purchasing poison from the apothecary. Romeo and Juliet , 
Act Y, Scene 1. What is the implication of this statement? Discuss. 
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